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LETTER OF TRANSMITTAL 


DeEceMBER 5, 1952. 
Hon. Rosertr Crosser, 
Chairman, Committee on Interstate and Foreign Commerce, 
House of Representatives, Washington, D. C. 


My Dear Mr. Cuatrman: There is submitted herewith the unani- 
mous report of the Securities and Exchange Commission Subcom- 
mittee, pursuant to the resolution of the entire committee dated Au- 
gust 22, 1951, which directed the appointment of a subcommittee of 
seven members with authority to investigate the Securities and Ex- 
change Commission and the exercise by the Commission of the duties 
and functions granted to it by law. 

The subcommittee has authorized and directed the clerk of the com- 
mittee to deliver a copy of this report to each member of the Committee 
on Interstate and Foreign Commerce and has authorized and directed 
me to make the report public. 

Very truly yours, 


Louis B. Heturr, 
Chairman, Securities and Exchange 
Commission Subcommittee. 
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STUDY OF THE SECURITIES AND EXCHANGE 
COMMISSION 





SUMMARY AND CONCLUSIONS 


The Securities and Exchange Commission Subcommittee, created 
on August 22, 1951, pursuant to the resolution of the entire Commit- 
tee on Interstate and Foreign Commerce, was directed to make an 
over-all study of the Seeurities and Exchange Commission, the first 
general review of the work of this agency since its creation in 1934. 


Hearings 


We have held approximately 60 hearings and sessions totaling 140 
hours, and we heard from over 100 witnesses. Our hearings covered 
an examination of the Commission and its staff relative to the Com- 
mission’s powers, duties, and functions under the various acts admin- 
istered by it. We heard the views of the New York Stock Exchange, 
the New York Curb Exchange, the National Association of Securities 
Dealers, Inc., and the Investment Bankers Association relative to the 
effect of the Securities Acts on their members, and received suggestions 
for amending those acts. We held hearings on the Busbey bill, pur- 
suant to direction of the entire committee, on private placements, on 
the Tucker and Kaiser-F razer registration statements, on the reorgan- 
ization of the United Corp., and the divorcement of the West Ken- 
tucky Coal Co. fram the North American system. We have reviewed 
the legislative proposals which have been presented from time to time 
to the Commission and the Congress. We have studied the rapid 
turn-over of SEC Commissioners, the fraudulent sale of Canadian 
securities in the United States, the Commission’s personnel problems, 
the practice of former SEC members and staff before the Commission, 
and the problem of missing security holders. 


Cases studied 


The general purpose of the statutes administered by the Commis- 
sion is to protect the interests of the public and investors against mal- 
practices in the securities and financial markets. On many phases 
of its work, the Cemmission has done a commendable job in protecting 
the public. 

The Commission’s performance in the Badger, Tucker, United, 
West Kentucky Coal, and Kaiser-Frazer cases, the only cases we had 
the opportunity to study to some degree, has, however, been far from 
satisfactory. 

Badger case 


The case of Richard C. Badger & Co. clearly points up a laxity 
and inefficiency in the broker-dealer inspections that is most disturb- 
ing. A complete audit of this company’s accounts by independent ac- 
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countants following the suicide of Badger disclosed that he had em- 
bezzled his customers’ securities having a total value of approximately 
$648,000. Only a month before his death, the Commission had made 
a routine broker-dealer inspection of Badger’s accounts without dis- 
covering any serious deficiencies, We are also disturbed by the fact 
that the Commission repeatedly failed in this case to enforce its rules 
requiring the filing of certified annual reports by brokers and dealers. 
The Commission’s files disclose that from 1943 to 1950 Badger had 
submitted only one genuine certified annual report, and that report 
covered the year 1945. During this period, Badger consistently either 
failed to submit reports or filed false reports without detection or 
punishment. 

Facts developed in this case, however, and other matters which have 
come to our attention emphasize the absolute necessity for a thorough 
review of the work of the Commission’s regional offices, which we 
have been unable to undertake. It is in these field offices that much of 
the important work of the Commission, particularly the inspection of 
brokers and dealers, and the investigation of manipulative and fraud- 
ulent practices in the securities markets, is conducted. 


Tucker registration statement 


In the Tucker registration statement, the subcommittee believes 
that in view of all the complaints which had been made to the Com- 
mission alleging fraudulent misrepresentations in the sale of Tucker 
stock, and in view of the fact that the entire Commission suspected 
the activities of the corporation’s officials from the beginning, the 
Commission might well have acted more expeditiously in its investi- 
gation of the alleged violations of the Securities Act. Had it done so, 
part of the loss which the investing public sustained in the Tucker 
case might have been averted. 

Dissolution of United Corp. 

In the dissolution of the United Corp., Mr. Randolph Phillips, a 
minority stockholder, presented testimony alleging misconduct on 
the part of the Commission and its staff in this proceeding, and also 
alleging that certain named individuals entedath improper influence 
on the Commission. We are of the opinion that Phillips did not 
present the subcommittee with any credible evidence supporting his 
allegations of improper influence, laxity, inefficiency, etc., which he 
attributed to the Commission and other individuals mentioned. We 
were unable, because of our very limited staff, to examine and run 
down the numerous charges and accusations made by Phillips. The 
files in the United case are very voluminous, and it would take many 
months of painstaking search and study before we could complete 
the examination of those files with any degree of thoroughness. How- 
ever, we do feel that some further study should be made of Phillips’ 
charges, not because we are impressed with his testimony but because 
we feel that the dissolution of the United Corp. might well have pro- 
vided opportunities on the part of former SEC staff members to use 
improper influence. The circuit court of appeals’ decision in the 
pending case will doubtlessly throw further light on this question. 


West Kentucky Coal Co. divorcement 
The committee is deeply concerned with the serious questions that 
have been raised as to the circumstances surrounding the divoreement 
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of the West Kentucky Coal Co. from the North American system, 
and whether or not the intent of the law has been carried out. It is 
regrettable that the Commission in the intervening 6 months, since 
this matter was brought to its attention, has failed to apprise the 
subcommittee of any action it has taken even in the limited area it 
agreed to review. 

We repeat the recommendation that we made in our letter of May 
22, 1952, that the Commission initiate appropriate proceedings to 
deter mine whether in fact there continues to exist common control, 
or community of interest effectively leading to such common control, 
between West Kentucky Coal Co., and present or former subsidiaries 
of North American Co., } North American Co., or interests identified 
with North American Co., in contravention of the Public Utility 
Holding Company Act of 1935. 

Kaiser-Frazer’s third registration statement 

Our review of the Commission’s processing of Kaiser-F razer’s third 
registration statement and subsequent developments thereto reveals 
a shocking story of errors, indifference, and evasion on the part of 
the Commission and itsstaff. We are satisfied from the investigation 
made thus far that from the very beginning the Commission and its 
staff were either “asleep at the ‘switch” or - deliberately ignored the 
facts which were made available to them. While we have made con- 
siderable progress in the study of this case, we have been unable, in 
the brief time available, and owing to the lack of adequate staff and 
funds, to explore all of its ramifications. We have, however, gone 
far enough to convince us that further study should be given to this 
case. 

For reasons previously stated, we were unable to complete our study 
of the Kaiser-Frazer, United Corp., and West Kentucky Co. cases. 
We therefore recommend that the study of these cases, and others 
which have come to our attention, be continued. 


Stabilization 


We are of the belief that the Commission should earnestly and 
expeditiously grapple with the problem of stabilization with the view 
either of the early promulgation of rules publicly covering these 
operations or of recommending to the Congress such changes in legis- 
lation as its experience and study show now to be desirable. 

referential treatment to former SEC personnel 

The subcommittee is certain that opportunities have existed for 
former Commission personnel to exercise improper influence and to 
receive preferential treatment from the Commission. To check on 
such activities is a time-consuming job, requiring an investigatory 
staff which was not at the disposal of the subcommittee. Hence, we 
recommend that the relationship of former Commission personnel 
be examined into very carefully. 

SEC personnel shortage 

From time to time during our investigation, the Commission alleged 
that it was confronted with a serious personnel shortage impairing the 
effectiveness of its administration of the statutes. This subcommit- 
tee does not have sufficient facts to evaluate the Commission’s claims, 
although we recognize it is not uncommon for Federal agencies to 
allege inadequate personnel as the reason for failing to carry out their 
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statutory duties. We think some means must be devised to eliminate 
excuses of this character as a basis for failing to give the public the 
protection which the law intended. Consequently, the subcommittee 
believes that the allegations of “help shortages” by the Commission 
should be carefully and thoroughly studied. 


Fraudulent sale of Canadian stock 


The subcommittee feels that the ratification of the supplementary 
extradition convention between the United States and Camada is a 
step in the right direction in eradicating the frauds that have been 
perpetrated upon American investors by a group of stock promoters 
in Toronto, Canada, operating for years in open and willful defiance 
of our securities laws. This unscrupulous group was successful in 
fleecing investors in all parts of the United States of millions of 
dollars each year. We hope that the Commission will continue to 
pursue this problem carefully in order that these nefarious practices 
may eventually be completely eliminated. 

Private or direct placements 

In view of the phenomenal growth of private or direct placements, 
and after careful consideration of all the testimony before the sub- 
committee on this subject, we believe that the entire committee, or a 
subcommittee thereof, should promptly give further study to the over- 
all problem of the private or direct placements of corporate securities, 
including the effect of the section 4 (1) exemption of the 1933 act in 
relation to the present investment policies of institutional investors. 
We recommend that the Securities and Exchange Commission make a 
factual study of this problem and report such findings and conclusions 
to the committee for its consideration. 


Missing security holders 

We recommend that the Commission make a comprehensive study 
and report to the Congress on the advisability of amending existing 
statutes or statutory procedures to provide that a corporation must 
show due and diligent effort in tracing the whereabouts of missing 
security holders, including the possibility or desirability of providing 
for the escheat of unclaimed funds to the Federal Government. 
. Busbey bill 

We held hearings on the Busbey bill, a bill to amend title V of the 
Independent Offices Appropriation Act of 1952, to exempt brokers and 
dealers subject to the Securities Exchange Act of 1934 from any regis- 
tration, filing, or other fee or charge by the Commission. The sub- 
committee does not undertake to pass upon the question as to whether 
or not there should be charges for specific services. The subcom- 
mittee is of the opinion, however, that should there be charges or fees, 
such charges and fees should be fixed in specific legislation passed by 
the Congress, rather than through any delegation of authority to any 
agency to pass upon the need for or the amount thereof. 
Legislative proposals 

The subcommittee has heard numerous proposals for amendments 
to the several acts administered by the Commission. No attempt was 
made to secure full comment or rebuttal from all sectors of the industry 
or the administrative agency on each proposal advanced. 

Indeed, even had the fullness of the testimony made it possible, an 
analysis in many cases would be extremely difficult owing to the highly 
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technical character of the subject matter, the nature of the ramified 
operations covered, the purpose for which the legislation is intended, 
the expertness required in properly appraising and evaluating the 
merits of any controversial issue, and the continumg requirements of 
the public interest. The subcommittee, accordingly, is of the opinion 
that at this time the Commission should reactivate its conferences, 
and the industry and the Commission earnestly and energetically 
attempt to resolve their differences, at least in those areas where con- 
currence already seems possible, and propose a program on these at 
the earliest opportunity. The subcommittee realizes that in other 
‘ases it is not likely for all to be in agreement. Here, at least, they 
should prepare a clear delineation of those areas of their divergence 
so as to provide the committee with opportunity of interpretation and 
consideration in the light of protection of investors and the public 
interest. 


Study only partly finished 


While we have made tremenilous strides in our assignment, our 
work is only partly finished. It was evident to the subcommittee from 
the beginning, that the $25,000 appropriation allocated for this work 
would be entirely inadequate to carry out this broad and difficult task. 
This fact was made clear to the entire committee. Furthermore, the 
delays in making the funds available seriously impeded the organiza- 
tion of our work and the hiring of a staff. Consequently, the scope of 
the investigation which the subcommittee was able to undertake has 
necessarily been limited. 

It should be pointed out that, in order to make a comprehensive 
study of an agency such as the Securities and Exchange Commission, 
a good deal of preliminary work must be done requiring the services 
of highly skilled professional help, such as attorneys, investigators, 
accountants, security analysts, economists, etc. One important phase 
of a survey of this kind is the investigation and study of typical as 
well as controversial cases. ‘The files in many such cases are volu- 
minous. <A diversified staff, such as described above, would require 
several months of preparation and study in order to make a complete 
and thorough examination. Unfortunately, the subcommittee did 
not have such a staff at its command. Thereafter, the committee 
would still have the problem of considering the reports of its staff, all 
of which would take additional time for making a complete study. 


Continuation of study recommended 


Thus, from the foregoing it is apparent that the work of the sub- 
committee could not be completed, and we, therefore, recommend that 
the work of this subcommittee be continued in the next Congress. 

















INTRODUCTION 


On August 22, 1951, the Interstate and Foreign Commerce Com- 
mittee by unanimous vote adopted the following resolution: 


That the Chair be authorized to appoint a special subcommittee of seven mem- 
bers with authority to investigate the Securities and Exchange Commission 
and the exercise by the Commission of the duties and functions granted to it by 
law; and that this special subcommittee may report to the committee from 
time to time the results of its investigation, with such recommendations for 
legislation or otherwise as it deems desirable, and shall, before the expiration 
of the present Congress, submit to the committee a final report. 


Pursuant thereto, and on August 24, 1951, the Honorable Robert 
Crosser, the distinguished chairman of the entire committee, appointed 
the following subcommittee: 

Louis B. Heller, New York, Chairman 
William T. Granahan, Pennsylvania. Leonard W. Hall, New York 


John A. MeGuire, Connecticut Hugh D. Scott, Jr., Pennsylvania 
Harley O. Staggers, West Virginia John B. Bennett, Michigan 


It should be noted that pursuant to rule XI of the House, the Com- 
mittee on Interstate and Foreign Commerce, among its diversified 
powers and duties, has jurisdiction over securities and exchanges, and 
that under section 136 of the Legislative Reorganization Act of 1946, 
Public Law 601, Seventy-ninth Congress, it is the duty of this com- 
mittee to exercise “continuous watchfulness of the execution by the 
administrative agencies concerned of any laws, the subject matter of 
which is within the j jurisdiction of such committee; and, for that pur- 
pose, shall study all pertinent reports and data submitted to the 
Congress by the agencies in the executive branch of the Government.” 

Messrs. Sam G. Spal and Andrew Stevenson, professional staff 
members to the entire committee, were assigned to the subcommittee. 
Mr. Herbert Burstein was appointed as consultant counsel to the sub- 
committee on January 15, 1952, and resigned on February 29, 1952. 
Mr. Mitchell S. Dvoret, an employee of the Tres asury Department, was 
detailed to the subcommittee for the period April 1, 1952, to July 31, 
1952. Mr. Louis Rosenman was appointed as research specialist on 
February 26, 1952; Mrs. Melba J. Coutsonikas was appointed as assist- 
ant clerk on November 5, 1951; and Miss Margaret Hogan was ap- 
pointed as clerk-stenographer on February 21, 1952. 
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HEARINGS 


Since its organization, the subcommittee held approximately 60 
hearings and sessions for a total of 140 hours and heard from over 100 
witnesses. All SEC Commissioners, division heads, and administrators 
of two regional offices testified in executive session relative to their 
powers, duties, and functions under the various acts administered by 
the Commission, namely : 


The Securities Act of 1933 

The Securities Exchange Act of 193 

The Public Utility Holding C ompany Act of 1935 
The Trust Indenture Act of 1939 

The Investment Company Act of 1940 

The Investment Advisers Act of 1940 

Chapter X of the National Bankruptcy Act 


These hearings have been printed. 

Pursuant to the direction of the entire committee, we held public 
hearings on H. R. 6846, by Mr. Busbey, a bill to amend title V of the 
Independent Offices Appropriation Act. of 1952, with respect to the 
authority of the Securities and Exchange Commission to prescribe 
certain fees and charges. These hearings have been printed. 

Public hearings were held in New York City to obtain the views of 
the officials of the New York Stock Exchange and the New York Curb 
Exchange with respect to the effect of the Securities Acts on those 
exchanges and to receive proposals for legislation. The subcommittee 
had the opportunity of visiting these exchanges and viewing their 
over-all technical operations. These he: wings have been printed. 

Public hearings were held on the subject of the private or direct 
placements of corporate securities, now exempt under section 4 (1) of 
the Securities Act of 1933. These hearings have been printed. 

Executive hearings were held to obtain the views of the National 
Association of Securities Dealers, Inc., and the Investment Bankers 
Association with respect to the effect of the various statutes on their 
membership and to receive proposals for legislation. 

Executive hearings were held on the Tucker and the third Kaiser- 
Frazer registration statements, on the dissolution of the United Corp. 
and the divorcement of the West Kentucky Coal Co. from the North 
American system. 

During the course of the subcommittee’s hearings, every effort was 
made to achieve a high degree of responsibility and fairness in our 
proceedings. Through executive hearings, the subcommittee protected 
the rights and reputations of all individuals, who may have been 
accused of wrongdoing until such time as sufficient evidence could 
be obtained to weigh the charges and accusations. In all cases 
where the evidence warranted it, all individuals who were charged 
with wrongdoing were given an opportunity to be heard. 





BADGER CASE 














































When the Administrator of the Denver regional office of the Se- 
curities and Exchange Commission testified before the subcommittee 
relative to the duties, functions, and special problems of that office, he 
was questioned about an unusual case that occurred recently in that 
region. 

Richard C. Badger, a registered broker-dealer, prominently identi- 
fied with the securities business in the Salt Lake City, Utah, area 
and equally prominent in community affairs, committed suicide on 
March 27, 1951. A complete audit of Richard C. Badger & Co., of 
which Badger was the sole proprietor, disclosed that Badger had 
embezzled his customers’ securities, having a total value at the time 
of his death of approximately $648,000. Only a month before his 
death, an SEC inspector had inspected Badger’s accounts without dis- 
covering any serious deficiencies. 


Annual reports submitted by Badger 


Under rule X-17A-—5 of the Commission’s General Rules and Reg- 
ulations under the Securities Exchange Act of 1934, each broker and 
dealer who transacts a business in securities through a member of a 
national securities exchange, and every broker or dealer registered 
pursuant to section 15 of the Securities Exchange Act of 19: 34, must 
file an annual report certified by an independent public accountant, 
stating his financial condition for each calendar year. The Commis- 
sions’s files disclosed that from 1943 to 1950, inclusive, Badger had 
submitted only one genuine certified annual report, and that covered 
the year ended December 31, 1945. In 1943, the Commission accepted 
an uncertified report for filing for reasons of “special circumstances.” 
A report for the calendar year 1944 was not filed. An extension of 30 
days in which to file the 1945 report was requested on December 18, 
1945. On December 28, 1945, the Commission issued a report denying 
the request for an extension. Forthwith, a full investigation was to 
have been made into Badger’s financial condition. However, upon the 
arrival of an investigator, it was revealed that an audit was in prog- 
ress. The Commission agreed to defer action until the report had been 
submitted. This latter report was dated December 31, 1945, but was 
submitted on February 5, 1946, and was accepted for 1946 filing. 
Therefore, a report was not filed in the calendar year 1945. Nothing 
further was done with respect to an investigation since the financial 
condition reflected by the 1946 filing seemed to be satisfactory. An un- 
certified report was accepted for filing i in 1947. The reports for 1948, 
1949, and 1950 were certified by a “W. B. Redfield, public accountant.” 
The Commission’s files disclose that Badger had printed forms bearing 
the heading “W. B. Redfield, Public Accountant,” and that Badger 
was falsely certifying his own accounts by attaching the accountant’s 
certificate signed “W. B. Redfield.” 
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The Commission learned during its subsequent investigation that 
after he was released from military service, W. B. Redfield had been 
- loyed by Badger as a board marker for about a year in 1943-44, 

that he was not an accountant. Some time after leaving Badger’s 
employ he engaged in the electrical appliance business. During the 
investigation, W. B. Redfield testified that he was not an accountant, 
that the signatures on the certificates were not his, that Badger had 
requested him to sign the certificate for the financial report of Novem- 
ber 30, 1948, but he (Redfield) had refused to do so, that he was aware 
of the fact that his name had been put on the 1949 and 1950 reports 
because he had received communications from the Commission’s Den- 
ver office with respect to these reports, and that in January 1951, in a 
show-down with Badger, he had demanded and obtained from Badger 
a statement in writing to the effect that Badger accepted full respon- 
sibility for using Redfield’s name on financial reports of Richard C. 
Badger & Co. sent to the Securities and Exchange Commission and 
agreed never again to use Redfield’s name or signature. It is clear 
from the investigation that the 1948, 1949, and 1950 reports filed by 
Badger were not certified by a public accountant or by a certified 
public accountant as required by the Commission’s rule. 

The Commission’s files show that Badger had received constant 
reminders year after year to file his annual financial reports on time. 
At one time, the Commission was about to start proceedings for the 
revocation of Badger’s broker-dealer registration but these contem- 
plated proceedings were called off upon the ur gent request and recom- 
mendation of the Commission’s regional administrator. Pertinent 
excerpts from correspondence are shown below. 

On October 13, 1947, John L. Geraghty, SEC regional administrator 
in Denver, Colo., wrote to Richard C. Badger & Co. as follows: 


I am writing you at this time to cail your attention to the fact that a review of 
our records indicates that you have not as yet filed your financial report for this 


year, pursuant to rule X-17A-5. * * * 


On January 2, 1948, Geraghty wrote to Miss Olga M. Steig, As- 
sistant Director, Tr: ading and Exchange Division, SEC, as follows: 


When the last mail arrived on Wednesday and no report was received from 
Mr. Badger, I assumed that my warnings had not made much of an impression 
on him and, therefore, teletyped you as I did, suggesting the advisability of 
possibly instituting private broker-dealer revocation proceedings as soon as pos- 
sible. About 15 minutes before the office was closed, we received Mr. Badger’s 
uncertified financial statement as of November 30, 1947, and I, therefore, tele- 
typed you again that the same had been received. 

* * * T feel that in the future we are going to have no trouble with him so 
far as certified financial statements are concerned. A private hearing for the 
purpose of determining whether his failure to file a certified statement justifies 
any action on the part of the Commission would no doubt have a salutary effect 
on him. However, since receiving this uncertified statement, I feel he has been 
properly impressed with the importance of full compliance and that we would 
probably not even be justified in incurring the expense involved in a private 
hearing on the question of revocation. It is my recommendation, therefore, 
that the uncertified statement which he has filed, which will be forwarded to 
you in due course with a summary and clearance report, be accepted as a filing 
for the calendar year 1947, and that no action be taken by the Commission solely 
for his failure to file a certified statement which under the rule is required. 


On October 7, 1949, Mr. Geraghty wrote to Badger as follows: 


In reviewing our files, I note that you have not as yet filed your financim 
report for the year 1949. Last year, you filed your report on the last day per- 
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mitted under the rule, namely, December 31. I am writing to you to remind 
you that this report must be filed during the calendar year 1949 * * *. 


On November 1, 1950, Mr. Geraghty wrote to Badger as follows: 


I am writing you at this time relative to your financial report. Our records 
show that you filed your last report pursuant to rule X—-17A-5 on December 30, 
1949, reflecting the condition of the proprietorship as of November 30, 1949. 
While this statement can be filed any time during the year, I thought I would 
call it to your attention at this time se that it will not be overlooked. 


Inspection of Badger’s accounts 

An SEC inspector inspected Mr. Badger’s accounts prior to 1945 
and on September 14, 1945, March 3, 1947, June 18, 1948, April 28, 
1950, and February 21, 1951. Comments on the inspector’s reports 
will be confined to the last two inspections. 

Inspector Peterson’s report on the inspection of Badger’s accounts 
made on April 28, 1950, contains the following passages: 


* * * Mr. Badger desired to have the freedom of using his personal funds 
and securities as he wished and as he felt he had the right to do as a sole pro- 
prietor, and he desired to carry on personal trading in accounts outside the 
business. He was informed that as a sole proprietor, he had this right, but 
that no part of his capital that had been identified as belonging to the security 
business could be withdrawn or added without proper accounting entries for 
such transactions. He was also advised that his personal trading carried on 
outside the business preferably, should not in any way, be reflected on the firm’s 
books if company cash and securities were not involved, and that there should 
be no mix-up between such accounts unless proper accounting entries were 
made. It was further stated that the collateral pledged on the bank loan should 
be shown as his personal securities or in a trading and investment account on 
the books of the company, as was the loan. 

* * * In examining Mr. Badger’s personal trading account, it was noted 
that the majority of his trades handled through the firm were not posted to 
the account, the reason being that he did not care for this record to be made 
and, furthermore, he preserved all confirmations in regard to his trading. He 
was advised that his personal account should be maintained in the same manner 
and style as for any customer as the securities and money balance reflected in 
this account represented the capital contributions to the business, and, there- 
fore, a complete record of it should at all times be maintained. 

* * * Another account in the name of —__---.-- , Showing normal trading 
activity, was filed with Mr. Badger’s account. When asked the nature of the 
account, Badger informed that the account was his and contained his securities 
and money. This was later verified with Mr. —__- _, Who stated he had no 
interest in the account carried in his name. Upon being asked the reason for 
the separation of his trading, Badger informed that he handled the account in 
this way for personal reasons, 

* * * A machine bookkeeping system is in use; however, it seems that the 
books are never posted up to date. Although the system is double entry and so 
journalized, the general ledger itself would not be in balance because of Badger’s 
personal trading in securities that are part of the capital not being reflected in 
the books. Also, the securities which have been presented as part of firm capital 
on the balance sheet date are not adequately recorded or ‘controlled. This 
deficiency was discussed at length with Mr. Badger. Aside from a deficiency 
in an itemized daily record of securities received and delivered, the books and 
records would appear to meet all of the requirements of the bookkeeping rule. 

Mr. Badger married into a wealthy family and from this source, it is rumored, 
he has been provided with the capital employed in his business which enables him 
to carry 2 relatively large trading and investment account. Undoubtedly, his full 
net worth is not reflected in the financial report of his firm. 

The last financial report was filed on December 31, 1949. Aggregate indebted- 
ness was computed to be $191,424 and adjusted net capital $74,000, reflecting a 
very strong position. 
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Inspector Schepp’s report on the inspection of Badger’s accounts 
made on February 21, 1951, contains the following passages : 


In examining the customers’ accounts, it was noted that margin accounts are 
not designated as such and that there is a tendency when cash accounts are not 
paid to regard these nonpayments as margin accounts. This was called to the 
registrant’s attention and also to the attention of Messrs. —_-- ane cum 
Ogden, so that in the future, margin accounts will be curtailed unless additional 
margin is brought in by the customers. 

* * * Mr. Badger has considerable assets which are not reflected on the 
statement, namely, he is the owner of a large farm and dairy a few miles out of 
Salt Lake City, and he is the principal stockholder of Park City Consolidated 
Mines Co., and he recently purchased 50 registered Guernsey cows and has a large 
volume of milk which is sold to local dairies. 

* * * Mr. Badger is not as particular as he should be in regard to the matter 
of extending credit. As explained before, the cash accounts are permitted to 
develop into margin accounts and there is no proper segregation of these two 
classifications. This was brought to their attention and it was stated that this 
condition would be rectified. However, it should be stressed in this connection 
that in most instances, the debit balances are quite small. 

The Burroughs machine bookkeeping system is in use. The inspector took 
off a balance sheet as of December 31, 1950. This balance did not include Badger's 
personal holdings which, if included, would cause the system to be out of baiance. 
The records appear to comply with the requirements of the rules with possibly 
two exceptions; first, in regard to Mr. Badger’s personal holdings and, secondly, 
a blotter should be kept showing an itemized daily record of all securities re- 
ceived and delivered. However, a blotter is kept in Salt Lake City, but since 
this does not give the full picture, a purchase-and-sales journal should possibly 
be installed. Nevertheless, the rules are sufficiently broad in this respect so 
that the other records maintained do give the information. Therefore, no ex- 
ception was taken by the inspector in this regard. 


Telephone conversation between Mr. Geraghty and Mr. Lund 


On March 28, 1951, Mr. Geraghty, Denver regional administrator, 
notified Mr. Anthon Lund, he: ad. of the Division : of Trading and Ex- 
changes in Washington, of Mr. Badger’s suicide. Here are some ex- 
cerpts on their conversation. 


Mr. Lunp. Has the exchange got anybody in there to find out what the score 
is as to the condition of the firm? 

Mr. Geracuty. We finished an inspection of it last month. He is in pretty 
good shape financially. Of course, his inventory showed three-hundred-and- 
ninety-some-thousand shares of Park City. 

Mr. Lunp. Is there any indication that his suicide is related to his financial 
condition? 

Mr. Geracuty. No; it’s his marital condition entirely. She had the dough. 
Report of investigation by SEC 

After a complete audit of Mr. Badger’s business had been made by 
an independent accounting firm, and the huge losses were discovered, 
the SEC started an investigation which lasted several months. A 
progress report to the Commission was made by Joseph F. Krys, SEC 


attorney, on November 6, 1951. The attorney concluded his report 
with the following recommendation to the Commission : 


It is recommended that the law (statutory or rule, whichever may be neces- 
sary) administered by the Commission be modified to make it illegal for a broker 
or dealer to make use of valuables entrusted to his care by customers for his 
own ends regardless of the terms of any agreements that such broker or dealer 
may have with his customers. It is further recommended that as each inspection 
of a broker-dealer is accomplished, the inspector interview the broker-dealer’s 
auditor and that he make a check, in each instance, of a representative sample of 
securities of several classes carried by the broker-dealer for his customers. 
This last recommendation is conditioned on the adoption of the first, for if the 
first recommendation is not adopted, a box count is meaningless for it uncovers no 
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violation. The violation then, if any is of the capital ratio requirement and to 
determine that, a complete audit is necessary, and the size of the staff does 
not apparently warrant the inspectors in making audits. 

Except for adopting the foregoing changes in the law, it is recommended 
that this investigation be closed. 

JosepH F.. Krys, Attorney. 
Approved: 
Joun L. Geracuty, Regional Administrator. 


The Commission commented on Mr. Krys’ recommendations as fol- 
lows: 


SECURITIES AND EXCHANGE COMMISSION, 
Washington, D. C., September 30, 1952. 
Hon. Louis B. HELLER, 
Chairman, Securities and Exchange Commission Subcommittee, 
Room 414, Old House Office Building, Washington, D. C. 


Dear Mr. HELLER: On September 11, 1952, Mr. Sam G. Spal of the staff of your 
committee requested our comments on certain recommendations made’ by Mr. 
Joseph F. Krys in a memorandum report dated November 6, 1951, in the Richard 
C. Badger & Co. investigation. 

In substance, Mr. Krys has recommended that “the law (statutory or rule, 
whichever may be necessary) administered by the Commission” be amended to 
make it unlawful for a broker-dealer to use customers’ valuables to speculate for 
his own account. More particularly, he suggests that the Commission should 
“prohibit” a broker-dealer from speculating for his own account with customers’ 
free credit balances, with funds obtained through the use of customers’ securities 
tc cover short sales of other customers, and with funds obtained from the lending 
of customers’ securities to other broker-dealers and that this can be accomplished 
by requiring a broker-dealer “to keep on deposit funds equal to” the total of such 
sums, subject to certain adjustments. If the foregoing suggestion is not adopted, 
Mr. Krys suggests that the Commission “prohibit a broker from making use of 
customers’ securities to cover his own short sales regardless of what may be the 
terms of his contract with bis customers.” 

Mr. Krys’ recommendations arose out of the Badger investigation, but I do 
not believe he intended to imply that their adoption would have prevented 
Badger from doing what he did. 

We think it appropriate to summarize the important pertinent facts in the 
ease. Richard C. Badger, a respected member of the community and active in 
chureh, social, and civie activities in Salt Lake City and Ogden, conducted a 
brokerage business as Richard C. Badger & Co. He committed suicide on 
March 27, 1951. 

An audit of his books as at March 27, 1951, indicates that he carried for the 
accounts of customers free securities valued in excess of $250,000 and customers’ 
securities in margin accounts with a market value in excess of $600,000 to secure 
an aggregate indebtedness to him of approximately $180,000. Customers’ 
equities in such margin accounts, therefore, amounted to more than $400,000. 
In addition, he owed to customers approximately $64,000 represented by their 
free credit balances. Badger had an omnibus account with J. A. Hogle & Co. 
of Salt Lake City in which he carried and through which he bought and sold 
stocks listed on the New York Stock Exchange. Customers’ securities were 
earried in this omnibus account, and he had other customers’ securities in his 
own yault. ‘To finance a personal and speculative venture of his own, it appears 
that Badger first used up such capital as was available to him from his wife, 
personal loans from banks (which, in some instances, apparently were secured 
by both firm and customers’ securities), and special loans from Hogle & Co. 
When these resources proved to he insufficient for his purposes, he began selling 
customers’ safekeeping securities and the margin securities in the omnibus 
aceount. Such sales, of course, were unauthorized and made without the knowl- 
edge or consent of the customers. Interspersed in his activities were forgeries, 
fictitious records, and check kiting operations. 

It is apparent from the foregoing facts that in the perpetration of his fraud 
Badger violated many existing statutory provisions, both Federal and State. 
The hypothecation of customers’ securities under cireumstances which permitted 
their commingling with firm securities under a lien for a loan made to him was 
in violation of paragraph (a) (2) of the Commission's hypothecation rules 
(rules X-SC--1 and X-15C2-1). His hypothecation of customers’ securities for 
more than the amount that customers owed to him violated paragraph (a) (3) 





: 
: 
; 


a 


At at A A a EASA 


| 


rea hrs Dee be anne 


weaeesers> 





STUDY OF THE SECURITIES AND EXCHANGE COMMISSION 13 


of those rules. At the time that his aggregate indebtedness to all other persons 
exceeded 2,000 percent of his net capital, he was in violation of the Commission's 
capital requirements rule. His unauthorized sale of customers’ securities, his 
continuance in business while insolvent without disclosure of that fact, and his 
subjection of customers’ free securities to liens for loans made to him were 
violations of the general antifraud prévisions of the Federal Securities Acts. 
In those instances where he forged endorsements of customers on stock certifi- 
cates, he committed the crime of forgery. ‘The misappropriation of customers’ 
funds and securities constitute embezzlement and fraudulent conversion—crimi- 
nal offenses in every jurisdiction. 

That his fraudulent operation went undetected for so long a time is due in 
large part to his failure to record certain transactions on his books and reeords 
and his use of fictitious general ledger and margin accounts. These acts, of 
course, were in violation of the Commission's bookkeeping requirements as set 
forth in rules X-17A-3 and X-17A-4. The reports filed by him with the Com- 
mission which reflected a financially sound business were false and misleading 
and were in violation of rule X-17A-—5. His signing the name of a purported 
“accountant” to the certificate on such reports constituted forgery. 

This, then, is not a case where additional statutory provisions or regulations 
were needed to make the conduct engaged in unlawful; and we do not believe 
that the existence of additional statutory or regulatory prohibitions or require- 
ments would have deterred a person such as Badger from carrying out his 
fraudulent activities. Specifically, we feel that the adoption of Mr. Krys’ 
recommendations would not prevent the occurrence of similar situations in the 
future. 

Much more pertinent to a discussion of preventing frauds of a comparable 
nature is the necessity for a more adequate and more thorough inspection pro- 
gram, an inspection program where the lack of adequate funds and personnel 
does not necessitate the taking of calculated risks, as was done in the Badger 
ease. You will recall that our inspections of the Badger firm did not include 
a financial examination; that such examination was not made because Badger 
had filed with the Commission reports purportedly certified by an independent 
public accountant which indicated that his brokerage business was financially 
sound and, in fact, that he had capital sufficient to carry on a business several 
times as large as he was handling. It has been pointed out that this procedure 
is the general policy of the Commission where certified financial reports indi- 
eate a sound financial structure, although we now attempt to obtain some infor- 
mation regarding the accountant. The funds available to the Commission for 
broker-dealer inspections are so limited as to make it absolutely impossible 
to embark on full audit procedures. 

Although we feel that the existence of statutory or regulatory law as pro- 
posed by Mr. Krys would not deter a man like Badger from perpetrating a like 
or similar fraud, we do not mean to imply that his recommendations are not 
significant in other areas. 

Mr. Krys suggests restrictions on the lending of customers’ securities to cover 
short sales by others. This is a question that is significant in connection with 
brokers’ activities generally, although not in connection with what Badger 
did. The eongressional solution to the problem is the prohibition in sec- 
tion 8 (d) of the Exchange Act against lending customers’ securities without 
their consent. Possibly the prohibition should be made absolute, without regard 
to consent, but we are not aware of any significant abuse in this area that 
is not covered by other provisions relative to embezzlement and fraud. 

Simi'arly, the suggestion regarding segregation of cash equivalent to the 
amount owing to customers touches on a problem of some general significance, 
but not of particular significance in the Badger case. The suggestion is not signifi- 
cant in the context of the Badger case first because that case involved primarily 
the misappropriation of securities and, secondly, because any broker who will 
violate the law so flagrantly as to embezzle securities will not be restrained by 
any requirement that he keep cash in the bank equivalent to what he owes 
customers. 

In 1941 the Commission proposed various amendments to the Securities Act of 
1933 and the Securities Exchange Act of 1934, including the adoption of a new 
section 8 (e) in the Exchange Act giving the Commission anthority to require 
segregation of funds owed to or beld for customers. Representatives of the 
securities industry opposed the recommendation. A discussion of the Commis- 
sion’s position is to be found in its Report on Proposals for Amendments to the 
Securities Act of 1933 and the Securities Exchange Act of 1934 (House committee 














14 STUDY OF THE SECURITIES AND EXCHANGE COMMISSION 


print, Tist Cong., Ist sess. (1941), pp. 30-32). The position of the industry is set 
forth in the Investment Bankers Association et al. (Report on the Conference 
with the SEC and its Staff on Proposals for Amending the Securities Act of 1933 
and the Securities Exchange Act of 1984 (1941), pp. 207-209). No congressional 
action was taken at that time because of the complexity of. the over-all amend- 
ment program and the outbreak of the war. 

Since the war the Commission, in an effort to get things moving, has limited its 
activities looking toward statutory amendment primarily to problems under the 
Securities Act and to the proposal to apply sectiens 12, 13, 14, and 16 of the 
Exchange Act to certain additional, large companies; and even this limited pro- 
gram had thus far not been achieved. , 

As the Exchange Act stands, section 15 (c) (8) authorizes the Commission hy 
rule “to provide safeguards with respect to the financial responsibility of brokers 
and dealers” in connection with over-the-counter transactions, Pursuant to this 
provision the Commission has adopted rule X—-15C3-1 relating to the financial 
responsibility of over-the-counter brokers and dealers, and the exchanges have 
adopted similar rules covering their members. Like section 8 ¢(b) of the act, 
these rules are phrased in terms of the relation of the broker's debt to his capital. 
In fact, however, these rules require the broker-dealer at all times to maintain 
cash and liquid assets having a value well in excess of all of his obligations 
including obligations in the form of customers’ free credit balances. (See par- 
ticularly the capital requirement of par. (a) of rule X—15C3-1, the total exclusion 
of fixed assets, unsecured accounts, etc. in par. (c) (2) (B), and the discount 
applied to the market value of marketable securities in par. (c) (2) (C).) Thus 
the rules already require the broker-dealer to maintain a reservoir of cash and 
marketable securities more than sufficient to cover all customers’ free credit 
balances. 

M. Krys’ suggestion is that the statute or rules be amended to require further 
that this fund, or at least so much of it as is necessary to cover free credit bal- 
ances, be maintained in the form of cash, rather than in the form of other liquid 
assets, and that it be segregated in some manner. 

While the general type of requirement now embodied in rule X—15C3-1 and 
the rules of the exchanges is an appropriate one to prohibit excessive commit- 
ments and speculations (such as Badger’s) and to minimize the danger of insol- 
vency, Mr. Krys’ proposal might be significant as affecting the relative standing 
of the various categories of customers and other claimants, in the event of insol- 
vency, provided that the broker-dealer was not as desperate as Badger and had 
not dissipated the funds that the rule required to be segregated. 

A program for achieving this end should include an amendment of the Bxchange 
Act such as we suggested in 1941; a further amendment authorizing the Com- 
mission in some manner to take the initiative in subjecting a broker-dealer to the 
Federal Bankruptcy Act in appropriate cases (as distinguished from a receiver- 
ship under State law); and certain technical amendments to section 60 e of the 
Bankruptcy Act. Apart from the difficulties of putting through such a legisla- 
tive program, it may be noted that the segregation proposal would involve sub- 
stantial practical problems. 

The provisions proposed by Mr. Krys would have made no difference whatso- 
ever in the Badger case. The general problem is one which we expect to study 
further whenever we have the time and personnel to resume consideration of our 
prewar amendment program relating to the Securities Bxchange Act. 

I am returning under separate cover our files in the Badger case which we 
borrowed back from Mr. Spal in connection with his inquiry. 

Sincerely yours, 
DonaA.p C. Coox, 
Chairman, 


CONCLUSION 


The Badger case clearly points up a laxity and inefficiency in broker- 
dealer inspections that is most disturbing and emphasizes the need 
for a more thorough inspection of brokers and dealers. We are also 
disturbed by the fact that the Commission repeatedly failed in this 
case to enforce its rules requiring the filing of certified annual reports 
by brokers and dealers. 
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Facts developed in this case, however, and other matters which have 
come to our attention emphasize the absolute necessity for a thorough 
review of the work of the Commission’s regional offices, which we have 
been unable to undertake. It is in these field offices that much of the 
important work of the Commission, particularly the inspection of 
brokers and dealers, and the investigation of manipulative and frau- 
dulent practices in the securities markets, is conducted. 











TUCKER REGISTRATION STATEMENT 


Tucker's allegations 
Shortly after the appointment of the subcommittee, Mr. Preston 
T. Tucker, Sr., addressed the following letter to Chairman Crosser : 


(Received September 10, 1951.) 
Hon. Rosert Crosser, 
United States Representative, 
House Office Building, Washington, D. C. 


DEAR CONGRESSMAN CrOSSER: I am writing you, as chairman of the House 
Committee on Interstate and Foreign Commerce, relative to the investigation of 
the United States Securities and Exchange Commission now being commenced 
by a subcommittee. Although the primary purpose of the investigation, as re- 
ported in the press, is to explore alleged irregular transactions between SEC 
officials and the United Corp., it is my understanding that a full investigation of 
the Commission will also be made. 

So far as I and my interests are concerned, an investigation of the SEC is 
long overdue. 

You are no doubt familiar with my attempts to buck the Detroit auto monopoly 
and, during the postwar years, to produce and market a radically new Tucker 
automobile. To go into detail about this in a short letter would be impossible: 
so, let it suffice to say that I gave my time, ingenuity, and money, unsparingly, to 
make the venture a success. I was joined by the elite of motordom and more 
than 50,000 Americans who invested money to finance the Tucker Corp. A plant 
was secured; the car was designed and tested, and production lines were set up. 

In July 1948, when we were within 6 weeks of mass production, with thousands 
of orders on hand, the SEC stepped in and virtually shut down our plant, the 
press issuing, simultaneously, inspired “blasts” designed to destroy—and de- 
stroying—our credit and the confidence of the public. This was followed by a 
so-called “secret” SEC report on myself and the Tucker Corp., completed in the 
fall of 1948. A grand jury was convened, and I was indicted on charges of 
securities and mail-fraud violations. The prosecution took almost 4 months 
presenting their “case” against me, calling 73 witnesses and introducing over 1,500 
exhibits. At the conclusion of the prosecution, the defense rested without calling 
a single witness or introducing any evidence whatsoever, and the jury promptly 
acquitted me and all other defendants. 

Meanwhile, in March 1949, the Detroit. News had published an article entitled 
“Secret SEC Report Bared—Tucker Fraud Charged"; in June 1949, 7 days after 
I was indicted, Collier’s magazine appeared with an article “The Fantastic 
Story of the Tucker Car,” which was condensed in the September 1949 issue of 
Reader’s Digest (appearing throughout the United States a few weeks before 
I was to go on trial) ; and during the trial Coronet magazine appeared with an 
article “Good-by to Mr. Tucker’s Dream Car.” All of these articles were based 
in whole or in part of the “secret SEC report” mentioned and were viciously 
false and defamatory. (1 have instituted libel actions on each of them.) The 
net result was that I was smeared and branded as a “crook” and criminal from 
coast to coast. 

Naturally, any immediate possibility of producing and marketing the Tucker 
ear, which has been called the best ever to take the road by everyone who has 
ridden in it, including the jurors who heard my ease, was lost. 

During my criminal trial, every charge made in the “secret” SEC report was 
ripped to smithereens by the Government’s own witnesses. The question then 
arises: “Why does an official Government agency procure an indictment of 
irnocent people with false and trumned-up evidence?” To a degree, I am 
very much interested in the answer to that question, believing that a full in- 
vestigation only can show all of the facts. However, my own investigation has 
shown that SEC officials were in constant touch with “Big Three” auto officials 
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throughout the time I was under fire; that auto company officials have openly 
stated, recently that “Tucker was framed” to keep the Tucker car off the road, 
that Harry A. McDonald of Detroit, then a Commissioner of the SEC (now Chair- 
man), took a Detroit News reporter (one Martin Hayden) to his hotel room in 
March 1949 and gave him a copy of the then secret SEC report mentioned, which 
was then blasted in that newspaper. Incidentally, I have never been given access 
to this report by the SEC, my requests for a copy, or just a look at it, having 
been turned down repeatedly. 

The SEC has been hell-bent to “get Tucker.” Why? I charge that SEC officials 
engaged’in a eonspiracy with Detroit auto interests to keep my car off the Ameri- 
can highways, thus to preserve the “auto monopoly” which dishes up obsolete 
autos at high prices to a helpless public. 

This letter is written to formally request that your committee investigate 
the SEC record so far as it pertains to the Tucker auto venture. In that con- 
nection, I can supply literally reams oi data and information to assist the com- 
mittee. In so investigating, I feel that the committee would be rendering a 
signal service to the public, in keeping with its desire to protect public interests. 

Yours very truly, 
(Signed) Preston T. Tucker.’ 
Preston T. Tucker. 


In his testimony before the subcommittee on January 15, 1952, Mr. 
Tucker reiterated and amplified the charges contained in his letter to 
Chairman Crosser. In addition, Mr. Tucker stated that during his 
criminal trial.the United States district attorney told the court that 
the SEC’s report on its investigation of the Tucker Corp. was based 
on “rumors, gossip, hearsay, and lies.” Mr. Tucker further contended 
that Mr. McDonald violated rule 122 of the Commission’s General 
Rules and Regulations Under the Securities Act of 1933 when he re- 
leased this SEC report to a reporter of the Detroit News. 


In conclusion, Mr. Tucker said: 


I am here for the sole purpose of presenting documentary evidence that I 
believe should bar Harry McDonald from holding any office of public trust for 
the reason that he violated such trust in his capacity as Commissioner of the 
Securities and Exchange Commission in its part in destroying the Tucker Corp. 
It is not my wish to reopen the Tucker trial, which is over, and the world knows 
what the verdict was; but that verdict could not and cannot restore the corpora- 
tion. I have reviewed enough of the background material preceding and during 
that trial to show the part McDonald had in inspiring it through actions which 
I charge were illegal and unethical and specifically forbidden by the SEC itself. 
Authenticated documents and sworn statements, and testimony, are available 
to support what I have presented. In presenting such material in sequence I 
have shown that the entire action in its beginning was contrary to all purposes 
and regulations of the SEC itself.2 


SEC's reply 

Pursuant to the subcommittee’s request, the SEC prepared a factual 
memorandum relating to the Tucker registration statement, investiga- 
tions, administrative, criminal, and bankruptcy proceedings. This 
memorandum is shown as exhibit A to this case. 


In addition, former SEC Chairman Harry A. McDonald testified 
before the subcommittee. Mr. McDonald said: 


The reckless suggestions made by Mr. Tucker are not unexpected. He has 
made these charges before, not only against me but just about every important 
official connected with the prosecution, including the United States attorney and 
his staff, and highly qualified people who conducted the investigation on the 
Commission. The same allegations were made by him in abortive lawsuits which 
he brought against us—and those lawsuits -were dismissed speedily by the courts. 





1 Transcript, pp. 415-418. 
?'Transcript, pp. 649-650. 
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I think it appropriate to read a portion of a complaint filed by Mr. Tucker 
against me and these other Government officials in the Superior Court of Cook 
County ,Ill.: 

“* * * Defendant McDonald, as is a matter of common knowledge, is the 
political protegé and appointee of Hon. Homer Ferguson, Republican junior 
United States Senator from the State of Michigan, who, perhaps from force of 
habit, setting himself up as a ‘one-man grand jury’ in judgment over plaintiff, 
and, also, influenced, no donbt, by the fact that members of his immediate family 
are part of the far-flung Chrysler Corp., distributing and selling set-up, has 
vowed openly that he would send plaintiff to jail if it were the last thing he did; 
and that in all of the aid rendered by Defendant McDonald in the malicious 
prosecution of plaintiff, herein complained of, he has in effect acted as the agent, 
or ‘stooge’, for the said Senator Ferguson, who resides in Detroit and represents 
the automobile tycoons in the United States Senate and is ever alert, as is also 
his appointee, Defendant McDonald, to guard against anything, be it perfectly 
legitimate or otherwise, that could possibly challenge the automobile manufac- 
turing monopoly of the Big Three (General Motors, Chrysler, and Ford), which 
controls more than 90 percent of the automobile business of the United States; 
that the malice of Defendant McDonald toward plaintiff is directly attributable 
to his blind obedience to the voices of his automotive masters and his said politi- 
cal master. * * *” 

Probably most of you gentlemen remember the Tucker promotion. Between 
1946 and 1948 the Tucker Corp. raised some $26,000,000 in cash through the sale 
of franchises, stock, and auto accessories. Most of this money was raised 
through the sale of stock at $5 per share. 

By November of 1948 substantially all of these funds had been expended 
and the affairs of the corporation had reached such a state that several in- 
voluntary petitions in bankruptcy had been filed against it. On March 3, 1949, 
the company’s affairs were turned over to trustees appointed under chapter X 
of the Bankruptcy Act. At this time the stock was:selling at slightly over $1 
per share. 

The Commission had had trouble with this case from the start. The initial 
registration statement filed by Tucker Corp. with the Commission on May 6, 
1947, was seriously misleading, and extensive proceedings were necessary be- 
fore the registration statement was corrected to the point where we thought 
it told an accurate story. 

When the corrections were made, the Commission stated publicly as follows: 

“The contrast between the information contained in previous publicity and 
that contained in the prospectus as it has now been amended is so pronounced 
that we deem it necessary to warn the investing public of the danger of relying 
on any past judgment based on prior literature in determining whether to 
purchase the securities of the registrant. We urge that prospective investors 
make a careful study of the amended prospectus.” 

And further that— 

“The manner in which the funds of the corporation have been administered 
in certain instances raises some grave questions as to whether a proper steward- 
ship of corporate funds has been consistently maintained.” 

These statements were made after consideration of a detailed record of 
public hearings. 

Despite these precautions, after the stock was sold we learned for the first 
time from the annual report of Tucker Corp., and from other sources, of various 
additional facts which made clear the need for further investigation. Such an 
investigation was conducted by experienced members of the SEC staff, and 
turned up what we all thought to be strong evidence that Preston Tucker had 
practiced a fraud upon the public in his securities promotion. I understand 
that the Department of Justice also inquired into certain phases of Tucker 
Corp. during this time. 

The Commission’s staff prepared an exhaustive report of the results of its 
investigation, and on December 28, 1948, the Commission sent the report to 
the Department of Justice with a recommendation that Mr. Tucker be crim- 
inally prosecuted. The report was considered in detail by the Department of 
Justice and the United States attorney at Chicago. On February 15, 1949, the 
United States attorney announced publicly that a Federal grand jury was being 
convened to probe the Tucker situation. Between February and June the grand 
jury heard numerous witnesses, and an indictment charging fraud was-returned 
on June 10, 1949. 
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During the period preceding the return of the indictment, we at the Commis- 
sion were conscious of the natural resentment and puzzlement of members of 
the public who had lost so much in this promotion. Also during this period, in- 
accurate reports were appearing in the press concerning the Tucker situation, 
many of them based upon statements being issued by Mr. Tucker. Subsequent 
to the appearance of one of these inaccurate reports in the Detroit News, I was 
approached by Martin Hayden, a reporter for that newspaper, and was informed 
by him of his intention to write a further story which would be highly critical 
of the manner in which the Commission had handled the case. This was in the 
middle of March—after the company was already in bankruptcy, and efforts to 
continue production had ceased. From his statement to me it was obvious that 
Mr. Hayden was laboring under a misapprehension regarding the Commis- 
sion’s role in the case, and I thought that the best means of dispelling his mis- 
conceptions, lest they be carried to the public, was to show him the report pre- 
pared by our staff on the results of its investigation—and this I did. 

My purpose was to protect the Commission against unjustified criticism and 
to maintain public confidence in the Commission. I would unhesitatingly do 
the same thing today under similar circumstances. 

I might add that the report was fully documented, and that the prosecution 
against Mr. Tucker was in my opinion not only justified but required in the 
public interest, 

If I were presented with a similar case at this time, I would again recom- 
mend prosecution, I have never heard a contrary view expressed by anyone 
connected with the Government's side of the Tucker case. 

And I want to present this further to show that this outfit, namely, this cor- 
poration, was broke financially and through long before this article appeared. 
As of the time our investigation began in 1948, a total of 3,490,000 shares of 
stock had been sold to the public for gross proceeds of $17,450,000. The com- 
pany also raised approximately $6,000,000 in cash and $4,000,000 in notes for 
the sale of franchises. Also, some $2,300,000 was raised from the public in the 
sale of accessories for the car which was never produced. The total cash raised, 
therefore, was about $26,000,000. This, of course, does not take into account 
the several million dollars of creditor claims which were later filed in the 
reorganization proceedings; nor does it reflect the sums expended Ly franchise 
holders in the building of showrooms and the like which, according to Mr. 
Tucker's own estimate, approximated some $200,000,000. 

I would like to also point out some very revealing financial facts regarding 
the Tucker Corp. The charge has been made time and time again that the Com- 
mission, and indeed Harry McDonald personally, caused the ruin of this enter- 
prise. I think it is quite plain that we could not and did not affect the hard, 
cold figures contained in the company’s own balance sheets. A reference to 
those figures demonstrates conclusively that the company’s failure was due to 
the way in which the business was conducted which resulted in an extremely 
bad financial situation, and not to anything said or done by the Commission 
or by me.* 








Mr. McDonald was questioned with respect to the charge that 
he acted illegaliy in releasing the Commission’s report on the Tucker 
investigation to a reporter for the Detroit News. As previously 
shown, Mr. McDonald affirmed that he released this report but denied 
that this release constituted an illegal act. Mr. McDonald offered the 
following explanation : 


A question has been raised as to whether the Commission’s rules regarding 
the nondisclosure of information obtained in investigations apply to members 
of the Commission as well as staff personnel. Obviously they do not. The 
rules—take rule 122 under the Securities Act, for example—make this plain by 
their very terms. Rule 122 provides: 

“Information or documents obtained by officers or employees of the Commis- 
sion in the course of any examination or investigation pursuant to section 8 (e) 
or 20 (a) shall, unless made a matter of public record, be deemed confidential. 
Officers and employees are hereby prohibited from making such confidential 
information or documents available to anyone other than a member, officer, or 
employee of the Commission, unless the Commission authoriz*s the disclosure of 
such information or the production of such documents as not being contrary to 
the public interest. Any officer or employee who is served with a subpena requir- 


8 Transcript, pp. 800—S06. 
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ing the disclosure of such information or the production of such documents shall 
appear in court and, unless the authorization described in the preceding sentence 
shall have been given, shall respectfully decline to disclose the information or 
produce the documents called for. basing his refusal upon this rule. Any officer 
or employee who is served with such a subpena shall promptly advise the Commis- 
sion of the service of such subpena, the nature of the information or documents 
sought, and any circumstances which may bear upon the desirability of making 
available such information or documents.” * 

It will be noted that the rule prohibits officers and employees from making 
such information available to anyone other than a member, officer, or employee 
of the Commission unless the Commission so authorizes. So it is very plain that 
when the Commission promulgated this rule it did not intend to cover Commission 
members as distinguished from staff personnel. I might add that the word 
“officers” used in the rule is a word of art referring te those staff members desiz- 
nated by the Commission to administer oaths and serve subpenas. See, for 
example, section 19 (b) of the Securities Act which provides that for the purpose 
of Commission investigations, “any member of the Commission, or any officer or 
officers designated by it” are empowered to administer oaths, subpena witnesses, 
and the like. 

If it were intended that these rules should cover members as well as staff, it 
would have been simple enough to do so, Congress itself provided the formula. 
Thus, in section 24 (ec) of the Securities Exchange Act of 1934, Congress provided 
that “it shall be unlawful for any member, officer, or employee of the Commission 
to disclose to any person other than a member, officer, or employee of the Com- 
mission, or to use for personal benefit, any information contained in any applica- 
tion, report, or document filed with the Commission * * *” where the Com- 
mission has found, upon application of the person making such filing, that such 
material shall be treated confidentially and not be made available to the general 
public. So, the distinction I have been referring to is very clear and is reflected 
not only in the rules in question, but in the statutes we administer. 

The reason for this distinction is self-evident. The five commissioners are 
appointed by the President and confirmed by the Senate; they are intended to 
exercise a large measure of discretion in their work. 

On the other hand, the Commission has some 900 employees in all parts of 
the country. It, therefore, was thought necessary to promulgate such rules in 
order that we, the commissioners, would have the sole discretion of deciding 
when something should be made public. Viewed from any standpoint, I think 
it is obvious from the face of the rule that ft does not apply to commissioners.” * 


Delay in investigation of Tucker Corp. 

The record shows that long before the Commission started its investi- 
gation of the Tucker Corp. on May 28, 1948, representations had been 
made to the Commission that the corporation’s funds were being 
wasted and misappropriated, that the Tucker car which was being 
exhibited to the public was not a commercially operative car, and 
that the engineering would have to be done over again before it. could 
be a suecess. Mr. H. A. Toulmin, Jr., former chairman of the board 
of the Tucker Corp., addressed the following letter to the Commission 
on September 18, 1947: 


TouLMIN & TOULMIN 


ATTORNEYS AT LAW 
CORPORATION AND PATENT LAW 


Dayton 2, Onto, September 18, 1947. 
Re Tucker Corporation. 
SECURITY AND ExcHANGr COMMISSION, 
Eighteenth and Locust Streets, Philadelphia 8, Pa. 
GENTLEMEN : I sent you the enclosed telegram in order to advise you of a situa- 
tion that has been developing at the Tucker Corporation since last April, so that 


* Transcript. pp. 818-819. 
5 Transscriptt, pp. 819-821. 
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some action might be taken before the present funds of the corporation are 
wasted, or misappropriated. 

So that you may have the complete picture and your files may be kept, I beg 
to advise you as follows: 

1. I attach a letter of April 24, 1947. I declined director’s fees and any com- 
pensation as Chairman of the Board, which position I accepted early in the 
spring, at the request of Mr. Preston Tucker. 

2. The organization charts, which I understand were submitted to you, were 
those prepared by me and were for the purpose of keeping Mr. Tucker, or anyone 
else, from spending the corporation’s funds illegally. 

3. A copy of my letter of July 8, 1947, to which I hope you will direct your 
particular attention. To that letter I received no reply and, despite endless 
telephone calls and letters to Mr. Tucker and his executives, I have not been able 
to reach him since that date, except twice with brief telephone calls, when he 
promised to have board meetings and to instruct the organization to protect the 
public funds. This was not done. There was a complete disregard of the normal 
requirements for such matters. 

4. I enclose a transcript of a telephone conversation with Mr. J. D. Stearns, 
Controller. He called me to report he was resigning and to complain of Tucker’s 
misappropriation of funds and of his attempted misappropriation. 

I believe the foregoing should furnish you sufficient basis for whatever investi- 
gation you care to make and that is within your power. 

I have no financial interest in the Tucker Corp. and never have had. I de- 
clined the request of Tucker and Stearns to participate in any way in its 
stock. 

I am now advised by my men who have been in the plant, that the car which 
is being shown to the public is not a commercially operative car and the engi- 
neering will have to be done all over again. I enclose a copy of the report on 
the subject for your information. 

This car was presented to the public as a fully complete vehicle, according 
to my advisers, although I have never seen it, as I same been unable to get 
Tucker to see me or to permit me to function since July 8, 1947. 

I have no desire to hurt the man, but I have a duty to you and the public, 
before the money is spent, to report this situation. 

The car has many fine basic ideas and when properly engineered and the 
company honestly run, it should make a contribution to our national economy. 

Yours faithfully, 
/S/ H. A. Toutmin, Jr.* 


In viewing these communications which were sent to the Com- 
mission, the subcommittee raised the question as to the reason why 
the Commission delayed its investigation of the Tucker Corp. until 
after the receipt of the corporation’s annual report in May 1948. 

Mr. McDonald affirmed that the Commission had been convinced, 
long before the corporation’s annual report was filed, that the cor- 
poration had made fraudulent misrepresentations in the sale of its 
stock, but, he added, the Commission was unable to prove this until 
the annual report was filed. Excerpts from the testimony on this 
matter follow: 


Mr. Hat. If it were a question of a fraudulent statement in a sale of stock 
why did you have to wait until the annual report was filed? * * * 

Commissioner McDonatp. Why did we wait that long? Congressman, there 
were a great many things we would have liked to have done, but we were with- 
out authority to step in until such time as we had actual evidence, and I was 
trying to look for the supplemental—— 

Mr. Hatt. It’s not clear to me that the evidence with relation to fraud in the 
registration statements came into the picture at the time of the filing of the 
annual report. If those fraudulent statements were made they were made when 
he has sold the stock. 

Mr. Kroui. That is right, but when the annual report was filed against the 
background of suspicions and charges which people can make quite easily, certain 
statements were made by the corporation itself which provided a real basis 


* Transcript, p. 718. 
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for investigation—something you could sink your teeth into. They had some- 
thing to go on.’ 
* * * * * * + 


Mr. Hatt. You have indicated serious suspicions in. your @wh mind; in your 
testimony here, right from the beginning, and yet it seems to me that you have 
taken the attitude—and when I say you, I mean the Commission—you have 
taken the attitude that you allowed them to register and sell the stock, and 
there was nothing to do until the receipt of the apnuel report. in May 1948. 

Commissioner McDonatp. I think you made’a fair summary of it. 

Mr. Hatt. Is there not some way, if you are suspicious, and you were in this 
case apparently, is there not some way that the Commission could have de- 
manded the corporation’s books even before the annual report was filed? 

Commissioner McDonatp. We could have, but we didn’t have anything to base 
our investigation upon. 

Mr. Hay. I do not know, I am just taking your testimony, Mr. McDonald. 
You indicate to me that you had a number of suspicions from the start. 

Commissioner McDonatp, From the very start I did. 

Mr. Harr, After the stock was sold. He sold the stock between July 7 and 
September 12. You said immediately after the stock was sold these letters came 
in. Could you not have demanded his books and reports, say, on the 1st of 
October? 

Commissioner McDonatp. On the basis of the record, I think we would have 
been on dangerous ground. 

Mr. Haru. On the basis of the stockholders’ letters? 

Commissioner McDonaLD. On the basis of the stockholders’ letters because 
the letters merely asked, “What is wrong with my stock?” We get thousands 
of those letters. We give effectiveness to registration statements, a lot of them, 
in cases where I wouldn’t personally allow the stock to be sold if I had the 
authority to stop it. 

I will go back to Tucker. Here was a man asking to start business with 
some $20,000 and it required $15,000,000. Kaiser-Frazer got hold of $60,000- 
000 and every estimate told him he needed $80,000,000. The man was attempting 
to start a tremendous business on a confectionary capitalization and it couldn't 
be done. 

Mr. Hari. With all those suspicions and with the complaints coming in you 
feel the Commission did not have the authority to look into the matter? 

Commissioner McDoNALp. You are dead right. If a man tells the truth and it 
is put in the prospectus. A similar problem arises in some mining ventures 
and mineral ventures. There are a lot af them that come through that you know 
can’t possibly win on the amount of money they are getting, but we haven’t the 
power to stop them. 

Mr. Hari. I am talking about Commissioner McDonald, who tells me he had 
real suspicions from the beginning. 

Commissioner McDonatp. I did. 

Mr. Harr. I am wondering whether Commissioner McDonald would not have 
some power to initiate an examination of the books in order to find out just what 

yas happening in the organization. I am not being personal in this at all. 

Commissioner McDonatp. I appreciate that, Congressman. I will say to you 
from my interpretation of the statute, and that of legal counsel, we have no 
authority once the registration section is satisfied that the statement is a true 
and full disclosure and we are satisfied that it is a true and full disclosure, we 
must let it become effective. 

Mr. Haru. Yet under section 8 (d), even after the stock is sold, you can demand 
to see the books and enter a stop order? 

Commissioner McDonaup. We could. 

Mr. Hari. But you did not see fit to do so? 

Commissioner McDonaLp. The Congressman has a good point and we are not at 
variance ; it is just a matter of understanding, his understanding, why we didn’t 
take action. In other words, you are inclined to think we didn’t take action fast 
enough. As a matter of fact, the great criticism that has been leveled at us is 
that we took it too fast. 

* * + a * ° a 


Commissioner McDonarp. The Commission felt as a result of various communi- 
cations that all was not well, but we had nothing to proceed on other than sus- 


7 Transcript, pp. 756-757. 
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picion. We could have done it had we wanted to force their hand, but I think 
we would have been accused of persecuting new business. At that time we were 
charged with favoring the motor industry; for example, the complaint in the 
Chicago suit said that I was the tool of the motor industry, and so forth. 

To look back on it, it seems very simple, but at that time the Commission 
thought best, to watch it closely and ngt to walk in until we had the filing. Once 
the filing avas in we moved in pretty fast. , 

» 4 * * * € * 


Mr. Harty. Am I to understand that you could have the same state of facts with 
relation to a new corporation, that the Commission could have the same sus- 
picions and yet today we could have another Tucker situation as far as the public 
being taken on the stock promotion? 

Commissioner McDonaLp. Congressman, you have stated it well; that is true. 

Mr. Hay. In other words, say even with the suspicions that you had, that the 
other members of the Commission had, and with your authority under section 8 
(d) to examine the books of the corporation you tell us that you could still have 
another Tucker case so far as the sale of stock is concerned? 

Commissioner McDonagn. If someone could eatch the public fancy as he did. 
Yousee, he started out with a glamorous—what will I say ?—bunch of pictures in 
Pic magazine, It was a time when people couldn’t get automobiles; there was a 
2-year waiting list. He came along with a futuristic design and unorthodox 
drive. He was going to make a car with 800 less parts. It caught the fancy of 
the public, and consequently they began to write him letters that they would like 
to buy such a car, and away they went. 

You know those things only happen once in a decade and perhaps not once 
in three or four decades. 

Mr. Hatt. I am not charging fraud here, but it is indicated that even though 
there is fraud involved, as apparently you felt there had been in the Tucker case, 
vou could still have the same fraud, the same type of case, and there is nothing 
you can do about it? 

Commissioner McDona.p. If we were conscious of fraud? 

Mr. HALL. No. 

Commissioner McDonaLp. The same set of facts? It could be done again. 

Mr. HALL. With the same set of facts it could be done again, 
nothing you could do about it. 

Commissioner McDonavp. Right.’ 


and there is 


CONCLUSION 


Your subcommittee is of the opinion that Mr. Tucker presented no 
credible evidence to substantiate any of the charges he made, other 
than the charge that Mr. McDonald had released the SEC’s report 
on its investigation of the Tucker Corp. Mr. McDonald affirmed his 
issuance of the report, stating that his purpose in doing so was to 
protect the Commission against unjustified criticism and to maintain 
public confidence in the Commission. Your subcommittee is con- 
vinced that this was the motivating factor in Mr. McDonald’s action. 

Tucker was repeatedly asked to substantiate the charge that the 
United States district attorney had informed the court, “during his 
criminal trial, that the Commission’s report on its investigation of the 
Tucker Corp. was based on “rumors, gossip, hearsay, and lies.” He 
has never done so. Otto Kerner, Jr., United States district attorney 
for the Northern District of Illinois, to whom Mr. Tucker attributed 
this statement, has advised your subcommittee as follows: 

I wish to point out that, under no circumstances, have I ever believed that the 
report was based on “rumors, gossip, hearsay, and lies.” The closest statement, 
which by no means is similar to that stated by Mr. Tucker, was that during 
one of the hearings on the motion to produce I recall that. I stated that certain 
of the statements contained in the report were wuncorroborated and, as such, 


* Transcript, pp. TT5-T79. 
* Transcript, pp. 796-797. 
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would be hearsay, and that such individual reports were not being relied upon 
as evidence in the case. 

I think you will agree with me that to have characterized the report as being 
based upon “rumors, gossip, hearsay, and lies’ would be ridiculous on my part, 
and no case could be sustained by such evidence. 


Mr. Tucker’s assertion that in July 1948 the corporation was within 
6 weeks of mass production is not substantiated “ the corporation’s 
annual report filed with the Securities and uae Commission 
in May of 1948. The annual report stated : 


The Pilot final assembly line is now in operation. It ts estimated ‘that the 
permanent assembly line will be in operation by July 1, 1948, but this date is 
dependent upon the completion of the installation of equipment and tools as well 
as the company’s ability to secure parts and personnel.’ 


The subcommittee believes that in view of all the complaints which 
had been made to the Commission alleging fraudulent misrepresenta- 
tions in the sale of Tucker stock, and in view of the fact that the en- 
tire Commission suspected the activities of the corporation’s officials 
from the beginning, the Commission might well have acted more expe- 
ditiously in its investigation of the alleged violations of the Securi- 
ties Act. Had it done so, part of the loss which the investing public 
sustained in the Tucker case might have been averted. 


Exuipit A To TUCKER CASE 


SEC MEMORANDUM 
JUNE 10, 1952. 


RE REGISTRATION STATEMENT FILED UNDER THE SECURITIES ACT OF 1933 
BY TUCKER CORP. 


1. Sale of dealer and distributor franchises 


In August of 1946 the company began to sell autemobile franchises to pro- 
spective distributors and dealers under the terms of which for a certain allotment 
of cars a deposit based on the number of cars allotted was required to be paid 
to the company with a promise of repayment at a future date if $15,000,000 was 
not received by November 30, 1946. The major part of these sales was made 
upon an assurance that the funds would be held in escrow until $15,000,000 was 
received, at which time they would be available for general corporate purposes. 

(a) Company advised that franchises constituted “securities.”.—Since these 
franchise agreements provided, under certain circumstances, for the repayment 
of deposits reecived, they were “securities” within the meaning of section 2 (1) 
of the Securities Act and as such required registration wth the Commission under 
the provisions of that act. Counsel for the company was so advised by the staff 
on August 6. 1946." 

(b) Sale of franchise in violation of section 5 and therefore investigated by 
Commission.—The continued sale of these franchise agreements without an effec- 
tive registration statement constituted a violation of section 5 of the Securities 
Act and an investigation into this violation of the act was made by representa- 
tives of the Commission beginning in September 1946. 

(c) Franchise agreements revised to eliminate “securities” aspect—As @ 
result of the Commission’s investigation, the company decided to make a rescis- 
sion offer and to revise its agreements to provide for the outright sale of the 
franchises. Beginning December 11, 1946, and extending into January of 1947,,. 
the various dealers and distributors who had invested in the earlier agreements 
were tendered their money back and were also offered the opportunity to pur- 
chase the new franchises. The Commission, having no further jurisdiction as 
to the sale of the new franchises, thereupon discontinued its inquiries. 


2° Tucker Corp. Annual Report for 1947, pp. 7-8 


1 Counsel of the —— had likewise a | the company in April 1946 that the sale 
-f the franchises constituted the sale of a security under the urities Act. 
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2. Registration under the Securities Act 


(a) Prefiling conference.—On May 6, 1947, the date on which the registration 
statement was filed with the Commission, certain members of the staff and 
eounsel for the company and the underwriting firm held a brief prefiling con- 
ference. 

(b) Filing of registration statement.—In the wake of an extensive newspaper 
advertising program which gave widespread publicity to the company’s claim 
that, under the guidance of Preston Tucker (described as a recognized automotive 
inventor and designing genius), the company was about to mass produce a com- 
pletely tested and proven passenger car departing substantially from conven- 
tional antemebile design, the company, on May 6, 1947, filed with the Commission 
a registration statement relating to a proposed public offering of 4,000,000 shares 
of class A common stock, $1 par value, to be offered to the public at $5 per share 
for a total of $20,000,000. The underwriting spread was to be 70 cents per 
share. The net proceeds were to be used for the production of the new car. 

(c) Examination of the registration statement and recommendation of the 
staff—After the registration statement was filed, a preliminary examination 
thereof was commenced. As the examination progressed it became apparent 
that because of numerous gaps, inconsistencies and contradictory statements 
contained in the registration statement we would be unable in this case to follow 
the normal procedure of furnishing the company with a letter of deficiencies until 
additional facts were made available to the Commission. Moreover, we were 
advised by one Harold A. Karsten that he was one of the promoters of the 
company and had received certain remuneration for his services to the com- 
pany and was bringing suit against Tucker and the company for additional 
payments. No information concerning Karsten’s relationship with the company 
and his propesed litigation was included in the registration statement as origin- 
ally filed. In view of the foregoing, the staff recommended to the Commission 
that a private investigation be made to determine such facts as the Commission 
deemed necessary in order to satisfy itself that the registration statement, if 
and when it were permitted to become effective, would meet the standards of 
disclosure prescribed by the Securities Act of 1933. 


3. Investigation prior to effective date of registration statement 


Pursuant to the recommendation of the staff, the Commission, on May 14, 1947, 
authorized a private investigation under section 8 (e) of the Securities Act to 
determine whether a stop order should be issued under section 8 (d) of the 
act. The matters which were to be considered at this private examination 
included whether the original prospectus and registration statement failed to 
disclose adequately and accurately (1) the parent or parents of the company; 
(2) the nature and extent of the interests of Preston Tucker in Ypsilanti 
Machine & Tool Co. and Cumberland Homes Inc.; (3) information with respect 
to the sale of franchises to distributors and dealers and the status of the pro- 
ceeds received or to be received from such sale; (4) information with respect 
to production schedules; (5) information as to the status of the company’s patent 
position; (6) the names of all promoters of the company and the consideration 
received or to be received from the company by each promoter; (7) information 
concerning sales of securities to special parties at prices varying from the public 
offering price; (8) information concerning the application of proceeds and the 
nature and amount of any other funds necessary to complete the contemplated 
program; (9) the business experience of executive officers; (10) the payments 
made directly or indirectly to directors and officers; (11) the beneficial owner- 
ship of the securities of the company; (12) information concerning material 
litigation; (13) the scope of the audit and the auditing procedures followed by 
the certifying accountants; and (14) information concerning liabilities of the 
company. This private hearing was held in Philadelphia on May 26, 27, and 
28, 1947, and in Chicago on June 2, 3, 4, 5, and 6, 1947. No material amendments 
to the registration statement were filed during the course of this investigation. 

As a result of such investigation, stop-order proceedings under section 8 (d) 
of the act were instituted on June 11, 1947, and hearings were held in Philadelphia 
on June 16 and 17, 1947. The matters which were to be considered at this 
public hearing were substantially the same as those considered at the private: 
hearing under section 8 (e), except for certain differences caused by the facts 
developed in the course of the private hearing. At the commencement of the 
section 8 (d) hearing, the record established in the prior section 8 (e) exami- 
nation was made a part of the record in the section 8 (d) proceeding by stipula- 
tion of all parties. A material amendment filed by the company on June 16, 
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1947, was also made a part of the record and certain additional evidence was 
taken, the record being closed on June 17, 1947. 

In the course of these proceedings, it appeared that the prospectus and regis- 
tration statement as originally filed did fail to disclose adequately and accurately 
the names of all promoters and the amount of consideration received directly 
or indirectly from the company by each promoter, officer, and director; the 
stage of development of the mechanical features of the proposed automobile; 
the status of the company’s patent position; the application of the proceeds of 
the proposed offering and the company’s working capital requirements; the 
business experience of the executive officers; the nature and the extent of the 
interest of Preston Tucker in Ypsilanti Machine & Tool Co.; the interests of 
affiliates and other persons in property acquired by the company; material 
litigation; the scope of the audit and the auditing procedures followed by the 
certifying accountants; and the failure of the accounts to reflect all liabilities 
of the company. 


4. Effectiveness of registration statement 


(4) Amendments to registration statement.—During the course of and after 
the close of the public hearing, the corporation filed material amendments which, 
on the basis of all the information then available to the Commission, appeared 
to correct satisfactorily the material deficiencies proven to have been previously 
contained in the registration statement. 

(b) Stop-order proceedings dismissed and opinion issued by the Commission.— 
The registration statement appeared on the basis of information then available 
after the filing of the final amendment on June 26, 1947, to meet the require- 
ments of the act and the rules and regulations promulgated thereunder. The 
Commission therefore issued an order dismissing the proceedings under section 
8 (d) of the act and on the same date released the findings and opinion of the 
Commission which set forth the reasons for its actions in this case and com- 
mented upon some of the important facts developed in the record of the Commis- 
sion’s proceedings. 

The opinion summarized information accumulated by the staff in the course 
of the proceedings with respect to the organization of the company. lease of 
the plant from War Assets Administration, sale of franchises to dealers, and 
distributors, past transactions with Preston Tucker, past transactions with 
Harold A. Karsten, status of the development of the proposed car, patent and 
license position, working capital requirements, auditor’s certificate and financial 
statements and pending and threatened litigation. In its opinion the Commis- 
sion discussed the facts adduced in the proceedings and noted the contrast 
between the information set forth in the amended prospectus and the statements 
made in the company’s previous publicity regarding its plans, many of which 
statements appeared to be grossly misleading and, in many cases, false. Ac- 
cordingly, the Commission specifically warned the prospective investor of the 
danger of relying upon past judgments based, on prior literature concerning the 
company in determining whether to purchase the securities. 

The opinion also pointed out the limits of the Commission’s jurisdiction which, 
under the Securities Act, is restricted to requiring that all pertinent informa- 
tion be supplied so as to enable the investor to make an informed judgment. 
It was emphasized that in permitting the registration statement, as amended, 
to become effective, the Commission was in no way “passing on the merit or 
lack of merit of the securities offered, the company’s product or the possibility 
of success or failure of the enterprise.” 

(c) Request for acceleration and disposition thereof and registration statement 
declared effective.—Acceleration of the effective date of the registration state- 
ment was requested by the company. In its opinion released on June 26, 1947, 
the Commission stated that “the effective date will be set by separate action 
at a date which will permit the information in the amended prospectus and 
this opinion to come to the attention of prospective investors and to enable the 
registrant to comply with the policy and procedure set forth in Securities Act 
Release No. 3177.” 

Prior to declaring the registration statement effective the Chairman of this 
Commission inquired of the Department of Justice, which was then conducting 
an independent investigation concerning certain activities relating to transac- 
tions between the Tucker Corp. and the War Assets Administration, whether 
that Department was in possession of any facts which the Commission should 
have in connection with its consideration of the question of making the regis- 
tration statement of Tucker Corp. effective. The Chairman was advised that 
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the Department knew of no reasons for the Commission’s not taking action to 
make the registration statement effective. 

It appeared to the satisfaction of the Commission that by the close of business 
July 7, 1947, adequate dissemination of the amended prospectus had been made 
and that sufficient time had elapsed since the release by the Commission of its 
Opinion in this matter. Accordingly, acceleration of the effective date was 
granted and the registration statement permitted to become effective at 5: 30 p. m. 
on July 7, 1947. 


5. Sale of stock by underwriter and deregistration of unsold stock 

From July 7, 1947, until September 12, 1947, the public offering of the registered 
stock by the registrant and its underwriter was made. A total of 3,490,000 shares 
of the stock was sold to the public for gross proceeds of $17,450,000. The re- 
mainder of the registered stock was deregistered by an amendment to the 
registration statement, which amendment became effective on September 22, 1947. 

Supplements to the prospectus reciting certain events which occurred after 
the effective date of the registration statement and prior to the filing of the 
annual report on Form 1—MD were filed by the company on September 18, 1947, 
October 9, 1947, November 5, 1947, and December 26, 1947. These supplements 
related essentially to the results of the public offering, changes in executive per- 
sonnel, information concerning the sale of franchises and promissory notes re- 
ceived in connection therewith, execution of definitive lease of plant, and 
litigation based upon claims of a promoter against Tucker personally for 100,000 
share of class B common stock and against the company, Tucker et al, seeking 
damages for failure to comply with certain alleged distributorship arrangements. 


6. Commission action between effectiveness of registration statement and filing 
of the annual report by the registrant 

On July 24, 1947, the Commission requested its Chicago regional administrator 
to make inquiry as to the sale of the stock of Tucker Corp. and was advised on 
July 28, 1947, as to the amount of subscriptions which had been received as of 
the close of business on July 24, 1947. 

The Commission was advised on July 28, 1947, of a report from the Chicago 
office that certain sales of Tucker stock had been made at prices above the 
public offering price and that in connection therewith statements to the effect 
that the stock offering had been oversubscribed were alleged to have made made. 
The Commission on that date directed further inquiry into the matter. 

By letter dated July 30, 1947, with memorandum enclosed, the public relations 
counsel of the Tucker Corp. claimed that certain points in the Commission's 
Findings and Opinion deserved clarification to the public. Said counsel was 
advised that the record of the hearings and the findings and Opinion had been 
reviewed in the light of the comments contained in the memorandum and that 
it was not believed that any portion of the Findings and Opinion had been 
demonstrated to be incorrect or unfair in any material respect such as would 
warrant any further public elucidation of the points discussed in the opinion. 

On September 16, 1947, the Commission was advised by telegram from Mr. H. A. 
Toulmin, Jr., that he had resigned from the chairmanship of the board of 
directors of the Tucker Corp. because Preston Tucker would not agree to his 
demands that the funds of the company be administered under the strictest regu- 
lations and controls normal to legitimate business. The Commission determined 
that the company’s prospectus used in the future should carry a sticker reflecting 
Toulmin’s resignation. 

By letter dated July 3 1947, the Assistant Attorney General of the Depart- 
ment of Justice inquired concerning the activities of Preston Tucker and the 
Tucker Corp. Our reply to such inquiry was made on July 18, 19477 On 
October 2, 1947, the Commission authorized the forwarding to that Depeart- 
ment, in addition to other material theretofore forwarded, recent communica- 
tions received by the Commission from Toulmin. 

At a Commission meeting held February 9, 1948, the Tucker Corp. situation 
was discussed. The Commission indicated that there appeared to be no au- 
thority for any action by it but that it would receive in the near future a re- 
port on discussions between the staff and representatives of the Department 
of Justice, at which time it would consider whether any action should be taken 
on the basis of that report. 


2 Reference to our contact with Department of Justice prior to declaring registration 
statement effective made on p. 5. 
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On February 16, 1948, the Commission considered a memorandum of the staff 
with respect to a conference held on February 3, 1948, between members of 
the Commission’s staff and representatives of the Department of Justice. The 
memorandum pointed out that during this conference our staff representatives 
had informed representatives of the Department of Justice that insofar as they 
could determine the registration statement at the effective date apparently met 
the requirements of the statutes and that acts of the registrant occurring there- 
after of which we had any knowledge appeared to provide no basis for recom- 
mending that the Commission institute proceedings with reference to the regis- 
tration statement. It was agreed at the conclusion of the conference that the 
interchange of information concerning Tucker Corp. and its personnel would 
be continued by the Department and the Commission and that such informa- 
tion would be analyzed carefully; that the Commission’s staff would examine 
the Form 1—MD report to be filed by the company immediately upon its re- 
ceipt; and that the representatives of the Department and of the Commission 
would confer at such times in the future as it appeared appropriate. The Com- 
mission approved the action of the staff and the proposed procedure. 

On March 1, 1948, the Commission agreed to make available to the representa- 
tives of the Federal Bureau of Investigation all the information concerning 
Tucker Corp. contained in the files of our Chicago regional office. 

On April 29, 1948, the Commission denied the company’s application filed on 
April 26, 1948, for an extension to May 31, 1948, of the time for filing its annual 
report on Form 1-MD covering the fiscal year ended December 31, 1947, and 
granted an extension to May 10, 1948, of the time for filing such report, subject 
to the condition that the company file such report on or before that date. 


7. Filing of annual report on Form 1-MD and further supplement to the 
prospectus 
On May 10, 1948, the company filed with the Commission its annual report 
pursuant to section 15 (d) of the Securities Act of 1934. On May 28, 1948, the 
company filed a supplement to its prospectus which incorporated information 
similar to that contained in item 7 of the annual report. 


&. Investigation of Commission after effective date 


(a) Reasons for the investigation-—Upon examination of the annual report it 
appeared to the staff that the nature of the disclosure concerning material mat- 
ters contained in the repert was inadequate and that it omitted disclosure of 
other material matters. It further appeared that to determine the extent of 
needed additional disclosure it would be necessary to make an independent 
examination of the books and records of the company. Accordingly, the staff 
in a memorandum dated May 19, 1948, recommended to the Commission the 
institution of an investigation. The Commission, on May 28, 1948, authorized 
a private investigation to determine whether certain provisions of the Securities 
Act and Securities Exchange Act had been violated. 

(b) Facts concerning the investigation—Upon being informed of the investiga- 
tion, the company refused to make its books of account and other records ayail- 
able for inspection and subsequently refused to honor a subpena for their pro- 
duction which was issued as provided for in the statutes. Consequently, it 
was necessary for the Commission, in order to carry out its duties under the 
laws, to commence court action to obtain the production of the pertinent records. 
On July 2, 1948, the United States District Court for the Northern Division of 
Illinois ordered the company to make the requested records available at the plant 
of the company. 

(c) Results of the investigation and reference to the Department of Justice.— 
A detailed investigation was conducted over a period of several months during 
the latter part of 1948, at the conclusion of which a voluminous report of the 
investigation was referred to the Department of Justice. 

The report dated December 20, 1948, contained a complete and comprehensive 
account of the entire case from the time Preston Tucker and certain of his 
associates first conceived the idea of organizing a company to mass-produce an 
unconventional automobile up until the time we ended our investigation in 
December 1948 and referred our findings therein to the Department of Justice. 
It was made up of various sections detailing the history of our investigation 
and summary of the case; the proposed and possible defendants in any criminal 
prosecution resulting from the report; the chronological history of the Tucker 
venture from the preorganization activities of Tucker and associates to the 
status of the company at the date of the report; principal inducements for sale 
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of company’s stock and franchises, together with alleged proof that such induce- 
ments were founded on misstatements and deception ; certain minutely described 
transactions involving misapplication or waste of corporate funds; false and 
misleading statements and representations made by Tucker and/or his associ- 
ates in connection with the merits of the car, the status of the testing of the 
mechanical features of the car and the status of production of the car; creation 
of unmerited prestige for Preston Tucker as an engineer and designer through 
presentation to him of questionable and spurious awards and gifts for supposed 
engineering and scientific accomplishments and the exploitation of such awards 
in the sale of the company’s stock and franchises; information concerning in- 
vestors and supporting witnesses; the personal history and background of 
Preston Tucker; the engineering developments of the Tucker car during the 
period covered by the report and the venue of any criminal proceeding and the 
use of mails in perpetrating the alleged fraud, 

On June 10, 1949, Preston Tucker and seven of his associates were indicted by 
a Federal Grand Jury on 25 counts of mail fraud, 5 alleged violations of the 
Securities Act and 1 count of conspiracy. On January 22, 1950, the trial ter- 


——, 


minated in the acquittal of Tucker and his associates on all charges. 
9, Reorganization proceedings 

On March 3, 1949, the company filed a petition for reorganization under chap- 
ter X of the Federal Bankruptcy Act, as amended, and the United States Dis- 
trict Court for the Northern District of Illinois on that date appointed two 
trustees, Aaron Colnon (now deceased) and John H. Chatz, to operate the 
business and manage the property. 

The trustees investigated the possibility of reorganization of the debtor on a 
going concern basis and came to the conclusion that it would be impracticable and 
not feasible to do so. Efforts of various stockholder and creditor groups to 
formulate a going concern reorganization plan were likewise fruitless. The 
trustees surrendered possession of the Chicago plant and sold all the tangible 
assets of the debtor at public auction except the stock of Aircooled Motors, Ine. 
(the debtor’s wholly owned subsidiary). Thereafter, from time to time, the 
trustees obtained an extension of the date for the filing of the plan of reorganiza- 
tion on the ground that a reorganization involving Aircooled Motors, Inc. was 
possible but that the operations of that company were not developed sufficiently 
to warrant a plan at the time. Ina report of the surviving trustee dated Septem- 
ber 27, 1951, the trustee suggested that the stock of Aircooled Motors, Inc. also 
be so’d pursuant to a plan of reorganization and the funds of the company then 
be used to pay off creditors in the order of priority to be determined by the 
court. 

The Commission has not and is not now participating in this reorganization 
proceeding. The reasons for not participating is that the Commission felt from 
the beginning of the chapter X proceedings that the company could not be reor- 
ganized but would have to be liquidated, particularly in view of the substantial 
rentals on the company’s plant. Under such circumstances, it was decided that 
there was very little the Commission could do in the proceeding but that in view 
of the substantial public investor interest in the company we should follow the 
proceeding. 











UNITED CORP. 


The Securities and Exchange Commission has been charged with 
favoritism toward five former Commission employees who are officers 
of the United Corp. United registered as a holding company in 1938. 
In 1951 the Commission approved its plan to become an investment 
company. 


SEC PROCEEDINGS IN UNITED CORP. 


The following statement, taken from the Commission’s seventeenth 
annual report, contains a brief description of the proceedings in the 
United case before the Commission : 


The United Corp. (United) registered as a holding company in March 1935, 
at which time its portfolio was comprised principally of the common stocks of 
four holding company subsidiaries. These subsidiaries, together with the per- 
centage of voting control held by United, were as follows: The United Gas lIn- 
provement Co., 26.2 percent; Public Service Corp. of New Jersey, 13.9 percent; 
Niagara Hudson Power Corp. (Niagara Hudson), 23.4 percent; and Columbia 
Gas & Electric Corp. (now the Columbia Gas System, Inc.), 19.6 percent. United 
also had other substantial interests, principally in utility holding and operating 
companies. 

In 1941, United filed a plan pursuant to section 11 (e) for divestment of con- 
trol of its statutory subsidiaries whereby United would not vote the securities 
of any of its statutory subsidiaries or have any interlocking officers or directors 
and would proceed when advantageous to it, to reduce its holdings in each of its 
statutory subsidiaries to less than 10 percent of the outstanding voting securi- 
ties of such subsidiaries. Proceedings on that plan were consolidated with pro- 
ceedings instituted by the Commission under sections 11 (b) (1) and 11 (b) (2). 
After the development of an extensive record, the Commission found that the 
plan was not appropriate nor fair and equitable and could not be approved. 
While it found that dissolution of United would be appropriate it noted the man- 
ugement’s expressed desire to change the nature of United’s business to that of 
an investment company. Under the circumstances, the issuance of a dissolu- 
tion. order was withheld but the Commission directed that United correct the 
inequitable distribution of voting power by recapitalizing with a single class 
of stock and cease to be a holding company. 

Shortly before the entry of the Commission’s order in 1943 and subsequent 
thereto, various subsidiary as well as nonsubsidiary holding companies of United 
underwent extensive reorganizations under section 11. A large number of indi- 
rect subsidiaries of United have been divested and United has effectuated the 
retirement of all of its outstanding preference stock largely through the exchange 
of securities of reorganized subsidiaries. Substantial blocks of portfolio securi- 
ties have also been disposed of through market sales. 

In October 1949, the Commission approved a plan filed by United by which 
it substantially reduced its investment in Niagara Hudson through the distribu- 
tion of a special dividend of Niagara Hudson stock to its own shareholders. 
Approval of that plan was conditioned by the Commission upon a prompt filing 
by United of a comprehensive and detailed program under section 11 (e). Pur- 
suant to this requirement United submitted a new proposal in November 1949 
and after successive modifications, the Commission on June 26, 1951, issued its 
final order approving the plan as amended. It provided that holders of less 
than 109 shares of United common stock may surrender their shares for cash in 
the amount equal to the average net asset value of such stock based on the aver- 
age of the closing market prices of United’s portfolio during the term of the 
offer. Holders of 100 or more shares of United common stock were offered the 
opportunity during the same period to exchange their stock for an amount of 
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Niagara Mohawk Power Corp. (Niagara Mohawk) common stock having an 
average market value equal to 97 percent of the average net asset value of the 
United stock surrendered. Such average net asset value was also based on the 
closing market prices of United’s portfolio securities during the period of the 
exchange offer. Up to 700,000 shares of common stock of Niagara Mohawk 
were offered for exchange by United under this plan. United also proposes to 
sell its entire interest in its common stock in South Jersey Gas Co. and to reduce 
its remaining holdings of voting securities of public-utility companies to an 
amount not to exceed 4.9 percent of the outstanding voting stock of such com- 
panies. 

Shortly after the close of the fiscal year United undertook the exchange offer 
approved by the Commission and 362,616 shares of United common stock were 
exchanged for 69,566.6 shares of Niagara Mohawk common stock. In addition, 
95,051 shares of United common were surrendered for cash at a purchase price 
of $4.43 per share. Approximately 557,130 shares of United were held by holders 
of less than 100 shares and hence were eligible for the cash purchase offer. Pro- 
ceedings to review certain aspects of the plan are pending in the Court of 
Appeals for the District of Columbia.’ 


SEC EMPLOYMENT RECORD OF UNITED’S OFFICERS 


The five former SEC employees who became officers of United or 
its subsidiaries subsequent. to their resignation from the Commission 
are: John J. Burns, general counsel and director of United; William 
M. Hickey, president and director of United; E. Carey Kennedy, 
vice president of United; Edward Roll, Jr., assistant to the president 
of United; and Harry G. Slater, assistant general counsel of Niagara 
Mohawk Power Corp. (formerly Niagara Hudson Power Corp.), chief 
subsidiary of United. 

The following statements, based on the Commission’s records, con- 
tain a summary of the employment of each of these individuals by the 
Commission. 

John J. Burns 


It appears that at the invitation of Chairman Joseph P. Kennedy, 
Burns resigned as associate justice of the Superior Court of Massachu- 
setts to become the first general counsel of the Commission. He served 
in that position from July 31, 1934, until his resignation February 4, 
1937, at an annual salary of $9,000 per annum. 

As general counsel, Burns was responsible for (1) rendering opin- 
ions and advice to the Commission on general questions of law arising 
in connection with the administration and enforcement of the Secur- 
ities Act of 1933, the Securities Exchange Act of 1934, and the Public 
Utility Holding Company Act of 1935; (2) rendering opinions and 
drafting interpret ative letters in seepoiien to inquiries regarding the 
interpret ation of the above statutes; (3) conducting hearings before 
the Commission, or an officer of the Commission; (4) supervising the 
conduct of investigations of alleged violations of the sts tutes ad- 
ministered; (5) representing the Commission in all judicial proceed- 
ings; (6) preparing criminal cases for transmission to the Depart- 
ment of Justice and the Post Office eer for prosecution and 
cooperation in the trial of such cases; and (7) preparing reports to 
Congress as required by the statutes. 

As the first general counsel of a newly instituted Commission, hav- 
ing unprecedented and controversial quasi-judicial functions, Burns 
was preoccupied to a considerable degree with the numerous court cases 


1 Securities and Exchange Commission, Seventeenth Annual Report, pp. 89-90. 
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brought to test the constitutionality of the acts administered by the 
Commission. The constitutionality of the Public Utility Holding 
Jompany Act of 1935 was being challenged in the courts during his 
term of office by most of the holding company systems, including the 
United Corp. As general counsel for the Commission, he participated 
in this litigation. At the time of his resignation, less than 45 percent 
of the total number of companies subject to the 1935 act were regis- 
tered, representing less than 30 percent of the total assets of such com- 
panies. At that time neither the United Corp. nor any of its subsidi- 
aries had registered with the Commission. 
William M. Hickey 

Mr. Hickey came to the Commission on November 16, 1934, from the 
Central Hanover Bank & Trust Co. of New York, where he had been 
head of the public utility security analysis department. He resigned 
on June 3, 1936. 

As a securities analyst in the Commission, Hickey’s duties involved 
the study and devising of reports and other schedule forms for con- 
cerns in various lines of business designed to provide for full dis- 
closure of all pertinent economic and financial information ; as well as 
the critical analysis of the economic and business aspects of representa- 
tions contained in registration statements and other formal filings 
made with the Commission. 

When the Public Utilities Division was established, Hickey was 
transferred from the Registration Division to become Assistant Chief 
of the Finance Section, because of his prior experience as head of the 
Utilities Registration Section. 

As Assistant Chief, Public Utilities Finance Section, Hickey as- 
sumed administrative responsibilities such as the selection and di- 
rection of personnel, the planning of operations and the coordina- 
tion of the several points of view of attorneys, analysts, accountants, 
and engineers assigned to cases. 

At the time of Hickey’s resignation a very small percentage of the 
utility companies subject to the 1935 act had registered with the Com- 
mission. Neither United Corp. nor any of its subsidiaries were at that 
time registered under the act. 


E. Carey Kennedy 


Mr. Kennedy came to the Commission on October 24, 1935, from 
Blackstone Valley Gas & Electric Co. where he was assistant to the 
president. He resigned on June 9, 1944. 

Kennedy’s duties as a utilities engineer analyst involved the critica] 
analysis of the economic, business, and engineering aspects of data 
contained in reorganization plans and other filings made by companies 
subject to the Public Utility Holding Company Act of 1935, and par- 
ticipation in the development of staff recommendations with respect 
thereto. 

As a Utilities Section Chief, his duties involved the coordination of 
the recommendations and points of view of attorneys, accountants, 
analysts, and engineers with respect to specifically assigned utility 
holding company systems handled by the Section. 

While employed in the Utilities Division, Kennedy worked on a 
large number of utility systems, but not on the United Corp. or any 
of its subsidiary corporations. 
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Edward P. Roll, Jr. 


Mr. Roll came to the Commission by transfer from the Federal 
Power Commission on December 17, 1935. He resigned in February 
1942. 

As an associate utilities engineer analyst, Roll’s work was subject 
to review from the technical as well as the policy standpoint. His 
principal duties consisted of gathering data as to the physical prop- 
erties, operations, rate structure, etc., of public utility systems and 
preparing reports including recommendations as to desirable changes 
in the directfon of simplification and economic and geographic inte- 
gration of such systems. 

While no case records of assignments given to employees at ee s 
grade level have been preserved, from the information available, 
appears that much of his work was in connection with Utilities 
Power & Light Co. This company was succeeded in reorganization 
by Ogden Corp. Ogden Corp. registered as a holding company, then 
ceased to be a holding company and became a registered investment 
company, and is now in liquidation. It does not appear that Roll’s 
ie was at all concerned with the United Corp. or any of its sub- 
sidiary companies, 


Harry G. Slater 


Mr. Slater was appointed on August 7, 1940, to the staff of the 
Division of ery Utilities as associate attorney. He resigned on 
December 20, 1950. He served in a series of progressively responsible 
legal positions, al in the Division of Public U tilities, becoming 
counsel for the Division in 1946. As counsel and later as chief counsel 
of the Division of Public Utilities, Slater advised the Director of the 
Division on all legal questions arising out of the Division’s work, as 
well as presenting his views on those questions to the Commission. 

Upon his employment by the Commission, Slater was assigned as 
an attorney in the Section of the Division handling matters pertaining 
to the U nited Corp. and its subsidiaries as well as certain other hold- 
ing companies and their subsidiaries. When United, in March 1941, 
filed a plan stated to be for the purpose of converting United into 
an investment company and thereby complying with section 11 (b) 
of the act, he was assigned as Division counsel in the proceedings. In 
ordering a hearing on this plan, the Commission by the same order 
instituted proceedings pursuant to section 11 (b) of the act for the 
purpose of determining what action was required by United to comply 
with the requirements of that section. Slater handled all these pro- 
ceedings including the examination of witnesses, the preparation of 
the brief of the Division of Public Utilities, and argument before 
the Commission on the matter. In its brief, the Division took the 
position that the plan filed by United should be disapproved and 
that the Commission should enter an order requiring the dissolution 
of United. This position was also vigorously supported by Slater in 
oral argument before the Commission. The Commission subsequently 
refused approval of United’s plan, but rather than requiring the 
dissolution of United, required that. it reduce its capital structure to 
one class of stock and cease to be a holding company. 

Slater thereafter handled several minor matters with respect to the 
United Corp. and, beginning in January of 1944, was counsel assigned 
to the handling of the first section 11 (e) plan filed by United as a 
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step to comply with the Commission’s order previously mentioned. 
This plan provided for the voluntary exchange of certain of United’s 

vortfolio assets for a portion of its outstanding preferred stock. He 
handled all proceedings with respect to this plan including the 
examination of witnesses, the preparation of the Division’s proposed 
findings and opinion and argument before the Commission. The 
Commission approved this plan after modification as recommended 
by the Division. Thereafter Slater appeared as counsel on the brief 
of the Commission upon an appeal taken from the order of the 
Commission to the United States circuit court of appeals by Randolph 
Phillips in May of 1944. 

During the period Slater was assigned to the Section handling 
matters relating to the United Corp., he was assigned as counsel to 
various matters relating to Niagara Hudson Power Corp., a subsidiary 
of the United Corp. 

In August 1942, the Commission instituted proceedings against 
Niagara Hudson Power Corp. pursuant to section 11 (b) “of the act 
to determine what action should be taken by Niagara Hudson to com- 
ply with the requirements of that section. Slater handled the publie 
hearing held in these proceedings and participated in the preparation 
of the Commission’s findings and opinion and order requiring the 
reorganization of Niagara Hudson’s principal subsidiary group, Buf- 
falo, Niagara & Eastern Power Corp. and its subsidiaries. 

Slater, in May 1944, transferred to another Section of the Division 
and thereafter, until he became counsel for the Division in May 1946, 
had no direct connection with any matters pertaining to the United 
Corp. During this period, however, he, like all other lawyers and 
other experts in the Division, was available and participated in Divi- 
sion discussions with respect to the United Corp. involving matters 
of general Division significance. 

Upon becoming counsel for the Division in May 1946, Slater was 
responsible for advising the Director on all legal problems regarding 
the administration of the Holding Company “Act with respect to all 
holding companies, including the United Corp. During this period 
several matters involving the United Corp. came before ‘the Commis- 
sion and were participated in generally by Slater. 

In May and June of 1948, Niagara Hudson and its subsidiaries filed 
plans providing for the consolidation of the major subsidiaries of 
Niagara Hudson and the eventual liquidation of Niagara Hudson. 
After public hearings were held on these plans, the parties and par- 
ticipants, including - the Division, filed their recommended findings 
and opinions with the Commission. The Division recommended that 
the Commission refuse to approve the proposed plans for their com- 
plete failure to satisfy the requirements of the Holding Company 
Act. Because of the importance of the case and the novel questions 
involved, Slater as chief counsel participated in the preparation of the 
Division’s proposed findings and opinion, and also signed those pro- 
posed findings and opinion. After Commission approval of these 
plans, Slater handled the enforcement proceedings in the United States 
district Court. He also appeared on the Commission’s briefs in the 
court of appeals on an appeal from a part of the district court’s 
enforcement order. 

In June 1947, United filed a plan for the compulsory retirement of 
its remaining preferred stock. While Slater did not actively partici- 
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pate in the proceedings before the Commission in this matter, he did 
appear in the United States district court as counsel for the Commis- 
sion in the enforcement proceedings with respect to the plan as finally 
approved by the Commission. 

In November 1949, United filed its over-all plan providing for the 
change of its status from that of a holding company to that of an 
investment company. Hearings were held on this plan from time to 
time until it became evident that there was a wide divergence of 
opinion among the participants as to the course United should pursue, 
and at the request of the Division argument was had before the Com- 
mission for the purpose of determining such course and, if United 
were to become an investment company, the conditions generally under 
which the Commission would permit the continued existence of the 
United Corp. At this hearing, Slater appeared as counsel for the 
Division and was prepared to set forth the position and argument of 
the Division. However, before such argument could be made, counsel 
for the United Corp. stated to the Commission that the United Corp. 
was prepared to file an amended plan which, on its face, appeared to 
meet generally the views of the Division. Slater then stated that the 
Division would like an opportunity to examine the proposed amend- 
ment before making any further statement. United subsequently 
filed an amendment to its plan embodying the details of its orally 
stated proposals. After further hearings in the matter, and further 
amendments to United’s plan, proposed findings, and briefs in sup- 
port thereof, were filed by the parties and participants, including the 
Division. Slater had announced his resignation and did not partici- 
pate in the preparation of the Division’s proposed findings, nor did 
he participate in the oral argument, which was held on the day his 
resignation became effective. 

Niagara Hudson Power Corp. has ceased to be a registered holding 
company, and, upon consummation of the United plan just referred 
to, will cease to be a subsidiary of a registered holding company. 
United also has substantially completed its compliance with section 
11 (b) of the act and the pattern for its complete compliance has been 
approved by the Commission. 


EMPLOYMENT BY UNITED CORP. 


Tn late 1937, about 11 months after his resignation from the Com- 
mission, Burns was first asked to give advice concerning the problems 
confronting United under the Holding Company Act. On October 
17, 1938, Burns was named director of United.” 

Six years after he resigned from the Commission’s staff, Hickey was 
retained as an independent engineer to make a valuation study of 
United and to testify on it before the Commission in 1942. In the 
spring of 1943, Hickey was elected president of United. 

E. Carey Kennedy resigned from the Commission’s staff in 1944 
to become assistant to the president of United. In 1946, he was elected 
vice president of that corporation. 

Roll resigned from the Commission’s staff in 1942. He came to 
United as Hickey’s assistant in 1947. 


2 Burns’ statement, pp. 3. 4. 
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Slater resigned from the Commission staff in December 1950 to 
accept the position of assistant general counsel with Niagara Mohawk 
Power Corp. Burns stated that “United Corp. had nothing whatso- 
ever to do with the employment of Mr. Slater by Niagara Mohawk. 
That company’s management is entirely apart from United. At least 
since early 1950, when Mr. Hickey and I resigned from the Niagara 
Hudson board, United has been completely divorced from the man- 


agement of that system and has had no voice in its corporate 
decisions.” * 


TESTIMONY OF RANDOLPH PHILLIPS 


Randolph Phillips, a minority stockholder of United Corp., testi- 
fied before the subcommittee on January 14, 1952. Early in his testi- 
mony, Phillips made many general charges, including charges of 
fraud, perjury, and favoritism. He also charged the existence of what 
he termed an “influence ring” which allegedly exercised control over 
the Commission. Later on in his testimony, however, he characterized 
these charges as only “leads.” 

Phillips told the subcommittee that all of his charges relating to 
the Commission’s decisions in the United Corp. are matters before 
the Circuit Court of Appeals for the District of Columbia. As of 
this writing, the circuit court has not yet rendered its decision in 
this case. 

Phillips stated : 


* * * We are currently litigating the issues in the SEC decision, and I 
would prefer that these briefs, copy of which I provided the chairnian, be taken 
as an actual statement of our position on these matters, and I do not like to 
be in the position of seeming in any way to litigate our case before a congressional 
committee, because we have appealed to the court. * * ** 


He added: 


* * * The issues are all coming to a head in the circuit court here, and I 


believe the issues in this case will resolve the questions that I have been dis- 
cussing. * * *° 

His charges of favoritism and influence, he said. were based “neces- 
sarily partly on hearsay and partly on knowledge.” 

I make it (these charges) knowing full well the responsibilities of a con- 
gressional committee, because I worked for a congressional committee and I 
know that in a matter as serious as this such things as hearsay must be de- 


yeloped by competent counsel working for the committee, and I can, at the 
most give you leads.° 


He further added: 


The only case I have personal knowledge of—that is, having been in it— 
is the United case.’ 


In a summation of his testimony, he said: 


* * * JT don’t want to indicate that I am supplying you with the truth; 
I am supplying you with leads, as I understandit * * *.° 





’ Burns’ statement, p. 16. 
* Transcript, pp. 284-285. 
5 Transcript, p. 327. 
* Transcript, p. 313. 
7 Transcript, p. 323. 
8 Transcript, p. 407. 
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CONCLUSION 


Practically all charges alleging misconduct on the part of the Com- 
mission in its proceedings in the United Corp. case had previously 
been made by Phillips in the various Federal courts in litigation 
involving the United Corp. Phillips stated that he did not want 
to litigate his case before the subcommittee. He added that the issues 
in the United case 


are all coming to a head in the circuit court here, and I believe the issues in 
this case will resolve the questions that I have been discussing.’ 


As one of the parties to litigation involving the reorganization of 
the United Corp., Phillips was an interested w vitness, and his charges 
must be considered in that light, since he had prospects of a pecuniary 
gain. Phillips did not resent us with concrete evidence to support 
his allegations of wibenbiding on the part of individual Commissioners 
or of staff members. Each of the persons we were able to examine 
vehemently denied Phillips’ charges gainst them. Phillips acknowl- 
edged that he was not supplying “the truth” but was merely supplying 
“leads.” The “leads” which we were able to examine did not support 
Phillips’ allegations. 

Phillips : admitted that his allegation that certain-named individuals 
exercised improper influence on ‘the Commission was based partly on 
hearsay and partly on knowledge. He further added that the only 

case of which he had personal know ledge was the United case. W ith 
respect to other cases where Phillips alleged the exercise of favoritism 
and influence, such allegations, he said, were based on “sheer belief, 
because I don’t have any information as to those cases.” 

We are of the opinion that Phillips did not present the subcom- 
mittee with any credible evidence supporting his allegations of im- 
proper influence, laxity, inefficiency, etc., which he attributed to the 
Commission and other individuals mentioned. We were unable, be- 
cause of our very limited staff, to examine and run down the numerous 
charges and accusations made by Phillips. The files in the United 

‘ase are very voluminous, and it would take many months of pains- 
taking search and study before we could complete the examination 
of those files with any degree of thoroughness. However, we do feel 
that some further study “should be made of Phillips’ charges, not 
because we are impressed with his testimony but because we feel that 
the dissolution of the United Corp. might well have provided oppor- 
tunities on the part of former SEC staff members to use improper 
influence. The circuit court of appeals’ decision in the pending case 
will doubtlessly throw further light on this question. 


* Transcript, p. 327. 


















WEST KENTUCKY COAL CO. 


The subcommittee had occasion to examine into some aspects of this 
company under the plan, approved by the Commission, which pro- 
vided for the divestment of the securities of West Kentucky Coal Co. 
from the North American system. Executive hearings were held May 
12, 1952, which were attended by Messrs. Harry W. Irwin, Abe Fortas, 
Milton Freeman, and C yrus 8S. Eaton; by Messrs. James F. Fogarty 
and Hugh B. Baker, directors of West Kentucky ; by Commissioner 
Donald Cook and Mr. Morton Yohalem, of the Commission; and by 
Hon. Car] D. Perkins, of Kentucky. 

Presented herewith is a digest of the testimony offered on that date. 


Digest of testimony 


A prepared statement was read to the subcommittee by Mr. Harry 
W. Irwin, an employee and stockholder of Chertsey Corp., which is a 
substantial owner of the common stock of West Kentucky,’ acquiring 
in the months starting in September 19512 Mr, Cyrus 5. Eaton and 
family have a subst: uitial interest in the stock of C hertsey Corp.,’ and 
own the stock of Sagamore Summit Co., which company owns some 
17,000 shares of West Kentucky.* 

Mr. Irwin said: 


I am interested in seeing to it that there shall be an opportunity for representa 
tion by mine or the groups in the West Kentucky Coal Co., independent of North 
American Co. domination, which has continued for so many years. 

The situation has not been changed since the SEC ordered distribution of the 
stock. The stock was distributed, but the control remains the same. The SEG 
has, to my knowledge, for many years, insisted that cumulative voting is neces- 
sary and proper in corporations under their jurisdiction. 

I understand that the SEC made an exception in the West Kentucky Coal 
iP ein gig 

It sems to me the only way that the West Kentucky Co. can be assured that 
its operation is not being subverted to financial interests in New York is to allow 
independent stockholders not connected with Mr. Fogarty, Mr. Williams, or 
any other member now on the board, to have a chance to examine into the fair- 
ness of all transactions of the company. 

I think that the SEC should now admit that it was imposed upon by the North 
American Co. It should reopen the case and should insist on cumulative voting 
and other safeguards to prevent the company in which I and my employer own 
stock from being dominated by a board of directors selected by the Harrison 
Williams group, and whose interest is in the emoluments of their positions rather 
than in their stock holdings.® 


Previous to such testimony before the subcommittee, counsel for 
Sagamore Summit Co. had conferred with and written to members 
of the Commission's Public Utilities Division, asserting that certain 
other directorships held by Mr. James F. Fogarty, a director of West 






toe Boer 12, 1952 
2 Tbid., 2067. 
8 Tbid., >. 2064. 
«Letter from Mr. Abe Fortas, counsel for Sagamore Summit Co., to Mr. John B. Morris, 
Securities and Exchange Commission, April 22, 1952, transcript, p. 2074. 
5 Transcript, pp. 2064-2066. 
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Kentucky, violated the conditions imposed by the Commission in 
the West Kentucky divorcement from North American that the con- 
tinued common control by North American could be partiallv remedied 
by the requirement of a cumulative voting provision for West Ken- 
tucky stock, and that the annual meeting of West Kentucky on May 
13, 1952, be postponed until the Commission take action in connec- 
tion with these two matters. On April 22, 1952, Mr. Abe Fortas con- 
firmed such conferences by writing as follows: 


The annual meeting of West Kentucky Coal Co. is now scheduled for May 13, 
1952, and Mr. John F. Fogarty is a nominee for relection to the board of 
directors. 

It is suggested that the meeting be postponed: that action be taken by the 
Commission pursuant to its reserved powers under release 9237 under the Public 
Utility Holding Company Act of 1935 to discontinue the membership of Mr. 
Fogarty on the board of directors and to compel the adoption of regulations pro- 
viding for cumulative voting in that corporation, and that other appropriate 
action be taken to sever West Kentucky from affiliation with North American 
Co. and its past and present subsidiaries. 

The reasons therefore are that Mr. t'ogarty was required by the Commission 
to sever all his connections with North American Co. and its past or present 
subsidiaries, as a condition of remaining on the board of West Kentucky Coal 
Co. Mr. Fogarty has violated that condition by accepting election to the board 
of the Cleveland Electric Uluminating Co., a former subsidiary of North Ameri- 
can Co., within a few months after the condition was imposed. 

Mr. Fogarty’s action, together with the fact that he remains on the board 
of directors of Detroit Edison Co., another former North American subsidiary, 
indicates that the former units of the North American system remain under com- 
mon control of the same group which controlled them at the time of the enact- 
ment of the Holding Company Act and before the various divestments of secur- 
ities which the Commission has required. It is suggested that this situation may 
be partially remedied by a cumulative voting provision which would permit repre- 
sentation on the West Kentucky board to interests which have not been connected 
with the North American Co. Such interests would be in a position to check the 
continuance of central control of units of the North American system. 

It is understood that the Commission has previously taken action on West 
Kentucky, relaxing its normal requirement of cumulative voting. This was, how- 
ever, done on the express or implied representation that there would be a dis- 
continuance of common dominance of West Kentucky and other units of the 
former North American group. The facts which are mentioned above seem to 
us an adequate reason for reconsideration of this decision and the imposition of 
a cumulative voting requirement and other action designed to limit if not to 
prevent continued control of the North American system by the same group. In 
any event, it seems clearly imperative that the Commission should not permit 
the stockholders’ meeting to go forward with the result that Mr. Fogarty will be 
reelected to the West Kentucky board.® 


Mr. Morton E. Yohalem, Director of the Division, replied under 
date of May 2, 1952, as follows: 


Receipt is acknowledged of your hand-delivered letter, dated April 22, 1952, 
addressed to Mr. Morris. 

You state that your client, Mr. Cyrus S. Eaton, has a substantial interest in the 
above-named company which your associate Mr, Milton V. Freeman advises us 
was acquired in the open market and not as the rest of the Tistribet’ » of 
West Kentucky stock by the North American Co. You request the Commission 
to take appropriate action so as to provide for cumulative voting in the election 
of directors. You also state that Mr. Fogarty has violated a Commission directive 
inasmuch as he is also a director of the detroit Hdison Co. and Cleve'and Hiectric 
Iiluminating Co., both former subsidiaries of the North American Co. 

As you point out in your letter, the Commission was aware of the fact that 
West Kentucky's charter did not provide for cumulative voting when it approved 
North American’s plan for the distribution of the West Kentucky stock. For 





* Addressed to Mr. John B. Morris, SEC, from Arnold, Fortas & Porter, by Abe Fortas, 
transcript, pp. 2074-2076. 
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reasons which the Commission deemed adequate after careful consideration at 
the time, it determined that the plan could be approved although it did not 
propose the adoption of cumulative voting. . 

Insofar as Mr. Fogarty is concerned, if you will examine the terms of the 
amended plan, which the Commission approved after extensive public hearings 
and after its opinion in the matter was issued, you will find that the plan provides 
that no director of North American or its subsidiaries shall be a director of West 
Kentucky. Since Mr. Fogarty is no longer a director of North American and 
since Detroit Edison and Cleveland Electric are no longer subsidiaries of North 
American, there would appear to be no violation of either the terms of the plan 
or the Commission’s order approving the same. However, we are calling to the 
Commission’s attention the fact that Mr. Fogarty is a director of three former 
subsidiaries of North American for whatever action the Commission feels is 
necessary and appropriate under all the circumstances." 


Mr. Fortas replied to this letter by writing: 


* * * Regardless of whether there has been compliance with the specific 
prohibitions of the Commission’s order, the purposes of that order and of section 
11 (b) have not been carried out. Accordingly, we believe the Commission sheuld 
exercise its reserved power under Release No. 9237, “to take such further action 
as it may deem necessary or appropriate to effectuate the provisions of section 
11 (b) * * 8 


Mr. Fortas continued: 


The fact is that Mr. Fogarty’s appearance on the board of three subsidiaries of 
North American is a clear indication that the purpose of the Commission’s di- 
vorcement order was not carried out by the mere distribution of stock of the 
West Kentucky, and that the same group remains in control of various subsidi- 
aries of the old North American Co. Accordingly, I repeat my suggestion, which 
I respectfully request that you transmit to the Commission, that the meeting now 
scheduled for May 13 be postponed, that the Commission exercise its powers to 
compel cumulative voting in West Kentucky, and take such other action as is 
appropriate to assure independent representation on the board of the West 
Kentucky Coal Co., and otherwise to sever the common control of units of the 
old North American system. 

I call to your attention and that of the Commission that the West Kentucky 
meeting is now scheduled for May 153 and that any action which the Commis- 
sion “feels is necessary or appropriate under all the circumstances” should be 
initiated before that date.’ 


The Commission, through its secretary, replied to this letter, as 
follows: 


This is in reply to your letter of May 3 addressed to Morton BE. Yohalem, 
Director of our Division of Public Utilities, in which you request that the Com- 
mission take appropriate action to have the annual meeting of West Kentucky 
Coal Co., scheduled for May 13, next, postponed, that the Commission exercise its 
powers to compe! cumulative voting in West Kentucky and “take such other action 
as is appropriate to assure independent representation on the board of the West 
Kentucky Coal Co., and otherwise to sever the common control of units of the 
old North American system.” 

The Commission has directed me to inform you that in connection with your 
letter of May 3 it has again considered your letter of April 22, and Mr. Yohalem’s 
reply thereto. The Commission concurs in the views expressed by Mr. Yohalem 
as regards cumulative voting in West Kentucky’s charter and has no further 
couiuments to add. The Commission has been advised of Mr. Fogarty’s director- 
ships and has the latter matter under advisement for whatever action it deems 
necessary and appropriate.” 


It appears that the points advanced in such testimony may be cen- 


tered around these four major items: (1) That the Commission take 
action to sever the continued common control of West Kentucky and 


7 Addressed to Abe Fortas, Esq., transcript, pp. 2077, 2078. 

® To Mr. Yohalem, May 13, 1952, transcript, p. 2079. 

®*Tbid., transeript, pe: 2079-2080. 

1° Mr. Orval L. DuBois, secretary, to Abe Fortas, Esq., May 8, 1952, transcript, pp. 2081, 
2082. 
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the North American system; (2) that the Commission exercise its 

owers to compel cuaealgates voting in West Kentucky so as to assure 
independent representation on its board; (3) that the Commission 
reserve the right in its disposition of the West Kentucky case under 
the Utility Act to reopen the case; and (4) that the Commission take 
action to postpone the May 13 annual meeting pending the Commis- 
sion’s taking of the other action requested. 

The remainder of the testimony before the subcommittee thus may 
be summarized around these focal items, both as to assertions made 
and as to replies by representatives of West Kentucky and of the 
Commission. 


Common control of North American and West Kentucky 

Representative Carl D. Perkins, of Kentucky, stated to the sub- 
committe that James F. Fogarty, Harrison Williams, and their North 
American colleagues continue their control over the vast North Ameri- 
can system," that though Cleveland Electric Illuminating Co., Detroit 
Edison Co., and West Kentucky Coal Co. are theoretically free of 
control by North American by way of stock ownership, they still are 
under such control through directorships and otherwise.” 

Mr. Irwin stated that the West Kentucky board of directors was 
selected by the Harrison Williams group.** He referred to Director 
Hugh B. Baker as having been associated with companies identified 
with the North American system.** He stated that Director John 
N. Worcester “is a nominee and lawyer for Mr. Bennett, who is an 
officer and director of the present North American Co.” He stated 
that President Hooper Love, and executive vice president Mark E. 
Eastin, Jr., “have been associated with the West Kentucky Co. for a 
great many years in an operating capacity when it was owned, lock, 
stock, and barrel, by the North American Co.” He stated that Al- 
bert E. Taylor and Paul A. McHugh, two individuals, are employees 
of and transfer agents for North American Co. and also act as transfer 
agents for West Kentucky," which “would give them at all times the 
opportunity to carefully watch the transfers, the shifting of stock 
pores of the West Kentucky Co. It would tie in and give in 
actual effect a very close alliance on the stock transfer machinery.” * 

On the subject of the use of the same transfer agents, the following 
colloquy occurred : 

Mr. Bennett. Mr. Fortas,,. what advantages would accrue to the North Amer- 
ican Co., in your opinion, by virtue of West Kentucky Coal Co. using the same 
transfer agents? 

Mr. Fortas. When those agents are individuals, Mr. Congressman, I believe 
that it has a substantial importance to a controlling group, for the reasons Mr. 
Irwin stated. 





1! Transcript, PB 2060. 

2 Thid., pp. 2061-2062. 

8 Transcript, p. 2066, 

“Transcript. pp. 2059, 2093-2094, referring to Blue Ridge Corp. 

% Thid., pp. 2089, 2092-2093. 

1° Tbid., pp. 2080-2091. 

7 Transcript. pp, 2094-2095. 

13 Tbid., p. 2096. In speaking of the transfer agents Mr. Fortas said: “* * * it is 
another indication of continuing control, and that the purpose of the statute and the pur- 
pose of the Commission's order, namely, to secure the severance of control by the Nort) 
American group, has not been achieved ; and that the fact that these two centlemen are 
transfer agents of North American and of West Kentucky Coal Co. is an evidence of that, 
and also that it is a fact in itself. It is not only an evidence that there is a continuation 
Cae interest, but it is also in itself a fact of considerable importance.” Pp. 
2098-2099. 
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That is to say that the individuals are in a position to inform the controlling 
group at all times and from day to day as to transfers of the stock. 

Now, that is a convenience, if you like, but it is a very important convenience 
to the controlling group. 

It also may reflect in some situations. I cannot say whether this is a sig- 
nificant fact or not. 

But it may also reflect in some situations one of the important emoluments 
of control. That is to say, transfer agents get paid. It is a lucrative post. 
Trust companies compete for the transfer agent business of corporations, and 
individuals like to have it. So that it is something that is a lucrative post that 
the management of a corporation has at its disposal. 

So both in terms of convenience, in keeping informed currently as to stock 
transfers, and in terms of something that can be passed around and that is 
worth money, it is an important factor. 

Mr. Bennett. Does it have anything to do with control? 

Does such an arrangement give the North American Co. indirectly any influence 
in the management of the West Kentucky Coal Co., that you can see? 

Mr. Forras. If you start with the premise, as we do, Mr. Congressman, that 
the North American group is in control of West Kentucky Coal Co., having two 
North American individuals as transfer agents enables the controlling North 
American group to obtain information from day to day as to transfers of stock. 
Who is getting the stock, whether there is any accumulation of stock, and so on. 
And then they can gear their policy, their dividend policy and what not, in 
accordance with whether they believe there is any danger that any groups of 
stockholders are getting large enough or important enough to challenge their 
complete control of the corporation. 

So that, in my opinion, it is a significant fact with respect to control: because 
it facilitates the dominant group perpetuating itself in control of the corporation.” 
x a + * ot cd * 








Mr. Fortas. No, but the point here, Mr. Chairman, as I see it, is that you have 


a small group of people who neither own nor represent a significant amount of 
stock. 


This small group of people is interested in keeping itself in control of this 
company, and having current and day to day information as to the movement 
of the stock and who is acquiring the stock and how the stock is being transferred 
on the books is helpful to those people in maintaining control.” 

Further allusion was made by Mr. Irwin to the occupancy by West 
Kentucky of any office in the North American building at 60 
Broadway.” 

Reference was made by Mr. Fortas to the Commission’s having 
required Mr. James I’. Fogarty, long-time officer and director of North 
American, “to sever all his connections with North American Co. and 
its past or present subsidiaries” as a condition of becoming a member 
of the West Kentucky board in October 1949, and that in January 
1950 Mr. Fogarty was elected to the board of Cleveland Electric 
Illuminating Co.” In this regard Mr. Fortas stated: 

Now, the minimal position here is that Mr. Fogarty should not be selected to 
the West Kentucky board, that he is a member of the board of Cleveland Electric 
Illuminating Co.; that it is a violation of the Commission’s order, at least in 
spirit * * * for Mr. Fogarty to be elected to and to serve on the West Ken- 
tucky board while he is a director of Cleveland Electric Iuminating.* 

Subsequently, Ma. Fortas read into the record an excerpt of the Com- 
mission’s Release No, 9190, dated June 24, 1949, under the Public Util- 
ity Holding Company Act: 

“As stated, we have ordered North American to sever its direct and indirect 
relationship with West Kentucky. The plan will accomplish the divestment of 








” Transcript, pp. 
20 Tbid., p. 2108. 
21 Ibid., pp. 2099-2100. 

22 [bid., pp. 2075-2087, 2105-2111. 
23 Ibid., pp. 2105-2106. 
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the securities of West Kentucky from the North American system, but it is 
deficient insofar as it makes no provision for terminating interlocking relation- 
ships between West Kentucky and other companies now or formerly in the North 
American system. It has been our policy to require some mechanics to provide 
for termination of interlocking directorates and other relationships when a sub- 
sidiary is about to be disposed of by a holding company pursuant to the require- 
ments of section 11. We shall not approve the plan, therefore, unless it is also 
amended to provide that prior to the distribution of West Kentucky securities by 
North American, all interlocking relationships between West Kentucky and North 
American, including its present and former subsidiaries, shall be terminated, and 
that. at least a majority of the new board shall not be employees of West Ken- 
tucky. To assure this result, we shall require that prior to the distribution of 
the West Kentucky stock, North American submit to us a list of nominees for the 
new board of directors of West Kentucky.” ™ 


Mr. Fortas at this point continued : 


Now, Mr. Chairman, it seems to me perfectly clear that it was the purpose of 
the Commission to make certain that all interlocking relationships, including 
interlocking directorates, between West Kentucky and North American, including 
its present and former subsidiaries, should be terminated. 

It also seems to me clear that if the Commission had had before it at this time 
the fact or the prospective fact that Mr. Fogarty was going on the board of 
Cleveland Electric Illuminating Co., which was a subsidiary of North American, 
it would not have allowed him to go on the board of West Kentucky.” 


In commenting on this release, Mr. Yohalem referred to a subse- 
quent Commission order which finally approved the plan offered on 
West Kentucky, and covered Mr. Fogarty’s directorship: 


Mr. YonatemM. What Mr. Fortas read to you from was the Commission's opin- 
ion, which indicated that it was not approving the plan at that time, but that it 
would if certain amendments were made. 

Now, we have to go back a little bit in history. 

A year earlier than this opinion, or 2 years earlier, the Cleveland Electric 
Illuminating Co. was divested out of the North American system. And at 
that time, the Commission required a termination of all interlocking relations 
between North American and Cleveland; and in that connection, it required that 
Mr. Fogarty elect whether he would go with Cleveland or with North American. 
He elected to remain with North American and resign from the Cleveland board, 
as I recall it, or at least did not go on the Cleveland board, 

However, after what Mr. Fortas has just read to you was written, amend- 
ments were filed to the West Kentucky plan, but at that time the Commission, 
as I stated a few moments ago, was informned, or became aware, that Mr. Fo- 
garty was still a director of the Detroit Edison Co., a former subsidiary of the 
North American Co., and therefore it did not insist on compliance with this 
requirement in connection with approving the West Kentucky plan. 

Mr. Heiter. Was that ever amended? 

Mr. YouateM, Yes, amendments to that plan were filed, and that plan was 
approved by the order of the Commission of July 20, 1949. 

And subsequently, or at that time, there was submitted to the Commission the 
slate of directors for the West Kentucky Coal Co. 

At that time, Mr. Fogarty was required again by the Commission to elect be- 
tween remaining a director of the North American Co. or of going with the West 
Kentucky. 

He elected to resign his offices in the North American Co. and go with West 
Kentucky. 

Now, that eonduct, that solution of this problem, was compatible with the 
pattern which had been followed by the Commission in innumerable cases of 
divestment pursuant to section 11. 

The subsequent return of Mr. Fogarty to the Cleveland board does raise a 
problem, and it is that problem, as well as his continuing directorship in the 
Detroit Edison Co., which the Commission now has under consideration. But 
it does not follow from that that he is not qualified to serve as a director of West 


% Thid pp. 2120-2121. 
8 Tbid., p. 2121. 
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Kentucky Coal, or that the Commission would be justified in taking any action 
with respect to the West Kentucky Coal Co.” 


Commissioner Cook also indicated his opinion concerning any vio- 
lation of the Commission’s order in the West Kentucky case by virtue 
of Mr. Fogarty’s directorships: 


Mr. HeLier. Now, the situation being as I just described, would you say that 
Mr. Fogarty’s association with the Detroit Co., with the Cleveland Co., former 
subsidiaries of the North American Co. as well as West Kentucky—would those 
facts, in your opinion, constitute a violation of the 1949 order? 

Commissioner Cook. No, sir, I have just read the order hastily while sitting 
here, and I find nothing in the order with regard to any of the matters adverted 
to by Congressman Staggers. 

Mr. Herter. Does it, in your opinion, Mr. Chairman, form a basis for reopen- 
ing these proceedings? 

Commissioner Cook. With regard to West Kentucky? 

Mr. Hever. Yes. 

Commissioner Coox. No, sir.” 


In passing it may be noted that while the Commission apparently 
takes this position regarding Mr. Fogarty’s directorships on West 
Kentucky and on other former subsidiaries, the Commission has under 
consideration the matter of the situation of Mr. Fogarty being on the 
boards of Detroit. Edison and of Cleveland Electric.* ‘The reelection 


in 1950 of Mr. Fogarty to the Cleveland board appears to have been a 
matter of which the Commission only recently has been informed.” 


Mr. Fogarty commented on the effect of the Commission’s orders, 
as follows: 


Mr. Hexier. You are familiar with the 1949 order of the Commission, are 
you not? 

Mr. Fogarty. In general, yes, sir. I was at the time it was issued. perhaps 
I should say. 

Mr. Heiter. Do you interpret that order as a prohibition against your being 
on the board of North American? 

Mr. Focarry. Yes, sir. 

Mr. Heiter. How about on the board of the Detroit Co.? 

Mr. Foearry. No, sir. I do not so interpret the order. 

Mr. Heiter. How about the Cleveland Co.? 

Mr. Focarry. I do not interpret the order to prohibit my being a director of 
the Cleveland Co. 

Mr. Heiter. Can you tell us how you distinguish the interpretation? 

Mr. Focarty. Because the order specifically provided that I couldn’t remain 
on the North American board and on the West Kentucky board, so I elected to 
continue with the West Kentucky and resign from North American. There is 


nothing in that order that relates to my directorship in Detroit Edison or Cleve- 
land.” 
















Mr. Fogarty testified that he had no relationships or connection at 
the present time with the North American system, only relationships 















* Ibid., pp. 2122-2123. 

7 Transcript, pp. 2144-2145. The memorandum submitted to the subcommittee by the 
Division of Public Utilities, May 8, 1952, transcript, p. 2192, states: 

“At the time the West Kentucky stock was distributed, North American submitted a 
slate of candidates including Mr. Fogarty. It was stated that Mr. Fogarty would resign 
from the North American board, and it appeared that he had no connection with any 
subsidiary or former subsidiary of North American except Detroit Edison. Accordingly, 
the entire slate of candidates met all the requirements of both the amended plan and the 


Commission’s order approving the plan. Although Mr. Fogarty is still on the board of ‘ 
Detroit Edison and has become a director of Cleveland Electric, since both Cleveland Elec- 
trie and Detroit Edison are no longer subsidiaries of North American, and since Mr. 4 


Fogarty has no connection with North American at the present time, there is no violation 
of any order of the Commission.” 

*8 Transcript, pp. 2123, 2142, 2145, 2151, 2153, memorandum, p. 2192. 

2 ‘Transcript, pp. 210%, 2111, Z1lir. 
*® Transcript, pp. 2179-2180. 
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with former subsidiaries were with West Kentucky, Cleveland, and 
Detroit Edison,” and that: 

I am not a partner of Harrison Williams, have never been, have not the 
slightest interest in any of his financial or personal matters. It just happens 
that I with: thousands of other péople happen to bea stockholder of some of the 
companies in which he was a stockholder. I have no other relation with him 
except as an officer, director, or stockholder of the same company.” 

Mr. Fogarty testified that none of the directors were holding their 
rights to the directorship nominally for other people ;** that the costs 
of the transfer department were apportioned between North American 
and West Kentucky according to the volume of business done, resulted 
in substantial savings for both companies,* and the arrangement had 
been approved by the Commission ;* and that the short-term tenancy 
of West Kentucky in the North American building was arranged in 
anticipation of North American being called upon shortly to ‘divest 
itself of that building.” 

In response to an invitation by Chairman Heller for comment on 
the matters which had been discussed before the subcommittee, Mr. 
Fogarty stated : 

Of course, the principal question before this subcommittee, as I understand it, 
is the alleged control of West Kentucky Coal Co. by the North American Co. or 
interests affiliated with the North American Co. There is no foundation in fact 


for that statement. The North American Co. exercises no control, directly, or 
indirectly, over the affairs of the West Kentucky Coal Co.*? 


Cumulative Voting 


Witness Irwin stated that the Commission, contrary to its insistence 
for many years on a provision requiring cumulative voting rights, had 
made an exception in the case of W est Kentuc ky, and that the Com- 
mission should reopen the case to insist on such provision.® 

Mr. Fortas stated that he had been told that certain members of 
the Commission’s staff had urged the Commission to require a cumula- 
tive voting provision for West Kentucky, but that the company had 
urged that the provision not be required on the reason advanced that 
there was a danger, as they saw it, that a competitive company might 
acquire a position on the company board.” 

Mr. Fortas continued as follows: 


The SEC has commonly, as I understand it, at least in the case of utility 
companies, required cumulative voting provisions, and I am further informed that 
at least within recent years the Commission has gone so far as to require that 
the cumulative voting provisions in the charter of a company that emerges from 
a holding company proceeding cannot be eliminated except upon two-thirds vote 
of the stockholders. 

Now, in the West Kentucky situation, despite the recommendation of the 
staff, and because of the representation of the company, the cumulative voting 
provivion was not insisted upon by the SEC in the West Kentucky Coal charter, 
and the company has operated without any provision for cumulative voting. 

The result of it, as Mr. Irwin’s statement makes clear, and as I heard the 
remarks of Congressman Perkins—he makes the same point too—the result of 
that elimination of the provision for cumulative voting has been a continuation 





* Thid., p. 2176. 

2 Tbid., DP. 2171-2172. 

% Tbid., p. 2177. 

* Thid., : 2178. 

% Tbid., . 2179. 

* Tbid., pp. 2178-2179. 

* Tbid., p. 2188. 
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of the control of this company by the dominant personalities in the North Ameri- 
‘0 
ean group. 


Mr. Fortas urged the Commission to reconsider its decision regard- 
ing the nonprovision for cumulative voting in the West Kentucky 
case in letters of April 22 and May 3, 1952.% Before the subcommittee, 
Mr. Fortas, in response to a question by Chairman Heller as to whether 
there was any difference in an industrial corporation as against others, 
when it comes to a matter of cumulative voting, said: 


Mr. Forvras. In this setting, I do not, Mr. Chairman. In this setting, it seems 
to me that it is the obligation of the Commission when it dissolves a holding com- 
pany system to see that the constituent companies are agreed on an equitable 
distribution of voting power, with an opportunity to all of the stockholders of the 
company to obtain some representation. 

It is also the obligation of the Commission, as I see it, under the mandate of 
the Congress, to make sure that the control of the holding company group is dis- 
solved in fact as well asin form. That is to say, to see to it that nonutility sub- 
sidiaries as well as utility subsidiaries are set free of the domination of the 
holding company and of the group of persons and interests who dominated the 
holding company. 

It also is clear to me that the Congress, when it set up the machinery of the 
Holding Company Act, intended the Securities and Exchange Commission to 
make sure that subsidiary companies, whether they are utility companies or 
nonutility companies, should be set free so that they could function as democratic 1 
companies. That is to say, as companies in which all of the stockholders have a q 
real opportunity to participate in management, and to set them free so that the "i 
management will truly reflect the interests of the stockholding groups. 

That is not only my opinion. I thing it is clear from the act. 

And I also think that it has been the philosophy that the Securities and Ex- 
change Commission has reflected from time to time in its actions under the Hold- 
ing Company Act, and in its releases. 

What happened in this particular company was that the Securities and Ex- 
change Commission did not provide this particular and essential piece of ma- 
chinery, namely, cumulative voting.* 


The Commission policy with respect to generally requiring cumula- 
tive voting in companies released from its control under the Holding 
Company Act, was discussed by Commissioner Cook in response to a 4 
question by Mr. Staggers: 


Commissioner Cook. Well, Congressman, that has a very interesting history,. 
with a provision so important, one might think that Congress, in passing the 
Holding Company Act, would have provided for it explicitly, and I have heard 
arguments to the effect that not having provided for it explicitly, there was no 
reason for its requirement under the statute. 7 
I have heard that argued very vigorously. I mention that only to let you : 
know that that was always a vigorously debated question, as it has been, in- 
deed, out among the States. Some of the States require it, and some do not. 
Now, on anything as difficult and controversial as that, obviously a policy 
is not going to crystallize out in 15 minutes. 
It is going to be the result of slow growth. And indeed it was the result 
of slow growth, until, I am happy to say, at the present time, so far as I know, d 
the policy is uniformly to require cumulative voting. y 
But the uniform character of the policy at the present time should not lead 
one to lose sight of the difficulty in formulating and enforcing that policy over the 
years. 
I may say, just to show you that the lot of the administrator, like the police- 
man, is not a happy one—you know, in a way it is like the lot of a Congress- 
man. He is subject to all kinds of pulls and pushes and compulsions.” 


a 














© Transcript, p. 2072. 

*! Letters to Mr. Morris and Mr. Yohalem, above referred to. 
“ Transcript, pp. 2083-2084. 

* Transcript, pp. 2133-2134. 
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In further response to a question by Mr. Staggers as to the reasons 
for an exception in the West Kentucky case, Commissioner Cook 
replied : 


Commissioner Cook. Well, Congressman, to begin with, the Holding Company 
Act is designed primarily to regulate utility holding companies and public util 
ity companies. 

Now, the statute was drafted in such a way that there was included within 
the sweep of its terms jurisdiction over nonutility companies. 

The reason for that was, among others, that these nonutility companies com- 
prised a major portion of the assets in holding company systems, and it was 
thought that in order to insure the effectuation of the section 11 program on a 
proper basis, control over the nonutility companies would be desirable; although 
it is very interesting to note, as I think Mr. Fortas will remember, since at that 
time he was an Assistant Director of our Public Utilities Division—it is very 
interesting to note that in the early history of the Division the Commission pro- 
mulgated a rule, which exempted from the provisions of the statute all of the 
nonutility companies. 

Congress Was not particularly interested in nonutility companies. It was in- 
terested in them only as an incident to the regulation of the holding companies 
and the public utility companies.“ 


After further comment concerning the growth of Commission policy 
during the forties regarding a cumulative voting requirement for 
utility companies,” and the absence of Commission consideration of 
the problem in relation to nonutility companies, in reply to a ques- 
tion by Mr. Bennett, Commissioner Cook indicated that it was his 
own belief that the Commission had had the authority to have required 
cumulative voting at the time the West Kentucky divorcement was 
being considered,” but that now it lacked the authority to do so.“ 


“ Transcript, pp. 2135-2136. 

® Transcript, pp. 2136-2139. 

* Transcript, p. 2139. More detailed discussion of the Commission's position regarding 
nonutility companies is contained in the memorandum to the subcommittee from the 
Publie Utilities Division, May 8, 1952, transcript, p. 2192, which states: 

“Although the Publie Utility Holding Company Act of 1935 required the divestment by 
North American of its direct and indirect interest in West Kentucky, there is nothing in 
the act which specifically provides that West Kentucky was required to adopt provisions 
for cumulative voting prior to its divestment by North American. In its administration 
of the act, the Commission customarily requires that prior to divestment the charters of 
public utility companies be amended to afford the right to cumulative voting where such 
provisions are not unlawful under the laws of the States in which the utilities are incor- 
porated. Although West Kentucky is not a public utility company, at the time the Com- 
mission was considering North American’s plan for the disposition of its interest in West 
Kentucky, the question was raised by the Commission's staff as to whether the plan could 
be approved although it did not make provision for adopting cumulative voting in West 
Kentucky's charter. The company objected to the adoption of cumulative voting for the 
reason that West Kentucky. is an industrial company engaged in.a highly competitive 
business as contrasted to a public utility company which has a monopoly. The manage- 
ment was fearful that a competitor of West Kentucky might be able to secure representa- 
tion on the board of West Kentucky and thus place the company at a competitive disad 
vantage. North American's position was that it would not voluntarily propose cumulative 
voting and that it would not proceed with its plan of divestment if the Commission were 
to insist upon such an amendment to the West Kentucky charter. 

“Although the Commission has taken the position in reorganization of industrial com- 
panies under section X of the Bankruptcy Act that cumulative voting provisions should 
be adopted where such provisions are permitted under the laws of the State of incorpora- 
tion, the Commission in its judgment, based upon the facts then before it, determined that 
it was more in the public interest to secure an immediate divestment of West Kentucky 
from North American and a severance of all interlocking relationships between the two 
companies than to become embroiled in litigation with North American upon the question 
% whether the Commission could or should require cumulative voting in West Kentucky's 
charter. 

“It should also be noted in connection with the problem of cumulative voting that North 
American's plan for the divestment of West Kentucky was approved only after due notice 
to all of North American's stockholders (who were to receive the West Kentucky stock) 
and after extensive public hearings at which representatives of the North American stock- 
holders appeared. No objection was raised by anyone, at that time, to the fact that the 
North American plan did not provide for amending West Kentucky's charter so as to adopt 
cumulative voting.” 

* Transcript, p. 2147. 

*“ Transcript, p. 2148. More detailed discussion of the Commission’s present authority 
over West Kentucky and the matter of cumulative voting is contained in the May 8, 1952, 
memorandum to the subcommittee from the Division of Public Utilities, transcript, p. 
2192, which states: 

“It_ has been alleged that the Commission has retained jurisdiction over West Kentucky 
and that it can now require the adoption of cumulative voting and also require that Mr 
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Continuing Commission jurisdiction over West Kentucky 
Mr. Fortas advanced the argument that the Commission continued 
to have jurisdiction over West Kentucky imasmuch as in the order 
aproving the amended plan for distribution of West Kentucky stock, 
the Commission had reserved jurisdiction to reopen or take any further 
action that might be necessary in order to assure the carrying out of 
the provisions of section 11 (b) of the act” He stated that such 
reservation applied equally to nonutility as well as to utility sub- 
sidiaries of a registered holding company, equally therefore to West 
Kentucky as to Cleveland Electric.” A 

On this subject, Commissioner Cook stated: “We have looked into 
the question of our jurisdiction over West Kentucky Coal Co. very 
carefully. And as to it, we have concluded that we do not have any 
legal authority with regard to West Kentcky.”“ He amplified this 
in response to questioning : 

Mr. Staccers. Do you feel that the the Commission has carried out the objec- 
tives that Congress intended in this entire situation with regard to West Kentucky 
Coal? 

Commissioner Cook. In my opinion it has. 

Mr. Sraccers. I mean by that a complete divorce. 

Commissioner Coox. That is my judgment. 

Mr. Staccers. And there is no part of that job that is unfinished under the 
release given out in July? 

Commissioner Cook. That is my opinion.” 








Fogarty cease to have any connection with Detroit Edison and Cleveland Electric. In 
the Commission’s order approving the amended plan for the distribution of West Ken- 
tucky, the Commission reserved jurisdiction generally ‘to entertain such further proceed- 
ings, to make such supplemental findings, and to take such further action as it may deem 
appropriate in connection with said amended plan, the transactions incident thereto, and 
the consummation thereof, and to take such further action as it may deem necessary or 
appropriate to effectuate the provisions of sections 11 (b) and 13 of the Act.” Apart from 
any legal question as to whether under this reservation of jurisdiction the Commission 
could now reexamine its earlier determination with respect to the necessity of cumulative 
voting in West Kentucky's charter, it should be noted that the present situation is mate- 
rially different than when the Commission previously considered this problem. Before 
the distribution of the West Kentucky stock, North American owned all of such stock, and 
it would have been a simple matter for it to adopt an amendment to the West Kentucky 
charter. However, now that the stock has been distributed to a grent many. stockholders 
the question arises as to how the Commission could do any more than require West Ken- 
tucky to submit such a proposed amendment to its stockholders with no assurance they 
would vote in favor of it. 

“Even assuming, however, that the Commission could impose the requirement of cumn- 
lative voting upon West Kentucky without a vote of stockholders, althongh it is no longer 
a subsidiary of a registered holding company, it should be noted that due. process of law 
and section 11 (¢) of the act would require an opportunity for hearing and a period of at 
least 1 year for voluntary compliance by West Kentucky with the Commission's order. It 
should also be noted that in cases where charter protective provisions were required before 
divestment from holding-company control the Commission has never attempted to prevent 
stockholders from subsequently voting to remove such provisions after divestment. 

“Since the West Kentucky plan was approved only after due notice and opportunity 
for hearing, a stockholder of North American who received the West Kentucky stock from 
North American would be estopped from complaining about the plan at this date. Any 
stockholder who bought West Kentucky stock after the distribution by North American 
would seem to have no legal standing to make a collateral attack on the plan. 

“The fact that West Kentucky was formerly a subsidiary of a registered holding com- 
pany should not give any stockholder who bought West Kentucky stock on the open market 
any greater cause to complain about the absence of cumulative voting in West Kentucky’s 
charter than he would have in the case of countless other companies which do not have 
such provisions. It should also be noted that any stockholder of West Kentucky who 
wants cumulative voting can, under this Commission’s proxy rules promulgated under the 
Securities Exchange Act of 1934, require the company to submit such a proposition for a 
vote of the stockholders.” 

© Transcript, p. 2086. Release No. 9237, July 20, 1949. “to entertain such further pro 
ceedings, to make such supplemental findings. and to take such further action as it may 
deem appropriate in connection with said amended plan, the transactions incident thereto 
and the consummation thereof, and to take such further action as it may deem necessary 
or preourtate to effectuate the provisions of secs. 11 (b) and 13 of the act” (transcript. 
p. 2185). 

® Transcript, pp. 2156-2160. 

® Thid., p. 2142. 
= Tbid., pp. 2166-2167. 
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Commissioner Cook stated that the reservations in the Commission’s 
order which had been referred to, related to servicing arrangements 
between the companies which would fall under section 13 and to work- 
ing out the disposition of certain coal properties, whether to West 
Kentucky or to Union Electric Co. of Missouri. He expressed doubt 
over whether under section 2 (a) and (b) of the statute the Com- 
mission could exercise any jurisdiction over a nonutility company,” 
and then stated that it could not: 


Mr. BeNNetT. Then any hearing you had, as I understand you—and I am 
trying to get my own thinking clear—the Commission feels that insofar as 
Mr. Fogarty is concerned, it would only have the right to inquire into his 
connection with the Detroit Edison and the Cleveland Company, and not insofar 
as it related to his directorship on the coal company. Is that it? 

Commissioner Coox. Yes, sir. It leaves no basis under the statute for asserting 
any jurisdiction over the coal company, which is a nonutility company.” 


Action to postpone the May 13 annual meeting 

Mr. Fortas, under dates of April 22 and May 3, 1952, requested the 
Commission to postpone the annual meeting of West Kentucky so that 
the Commission might take action respecting the matters he had 
brought to the Commission’s attention.* This suggestion was brought 
up by Mr: Fortas in his testimony before the subcommittee : 


Now the difficulty here, and I state it quite frankly, is the matter of time. The 
election to the board of the West Kentucky Coal Co. comes up tomorrow. It is 
my impression, and I think this is very important, that the Commission staff was 
not aware of the fact that Mr. Fogarty had been elected to the board of Cleveland 
Electric [luminating Co. until quite recently, and that now that the Commission 
is advised of that fact, I believe that it will carry out the purpose of its order 
and the purpose and intent of section 11 (b) of the Holding Company Act and 


advise Mr. Fogarty that he must not remain or must not be reelected to the West 
Kentucky board. 


Now, it is our position that in order to do this thing effectively and expedi- 
tiously, the Commission should use its best efforts to prevent the election of Mr. 
Fogarty to the West Kentucky board on tomorrow. And the way to do that 
is to have that meeting postponed. 


It is our position that unless that is done, the Commission has failed in its 
responsibilities.” 


& Ibid,, pp. 2165-2166. 

“Tbid., p. 2153. Subsequently Commissioner Cook indicated that the Commission was 
possessed of a general power to conduct investigations : 

“So that the record will be entirely clear, I would like to tell the committee that I very 
sharply differentiate, and have done so in my testimony today, between having present 
jurisdiction over a company system, or an affiliate in a holding company system, and having 
the power to conduct investigations. The committee is no doubt aware, but I should like 
the record to include it in any event, that under sec. 18 (a) of the Holding Company Act— 
and I will read the language : 

“*The Commission, in its discretion, may investigate any facts, conditions, practices. or 
matters which it may deem necessary or.appropriate to determine whether any person 
has violated, or is about to violate, any provision of this title, or any rule or regulation 
thereunder, or to aid in the enforcement of the provisions of this title in the prescribing 
of rules and regulations therefor recommending further legislation concerning the matters 
to which this title relates.’ 

“There is additional language to that section, but not pertinent in this connection” 
(transcript, P. 2196). 

58 Tbid., p. 2153. 

% Transcript, pp. 2075, 2080, 2161. 

5% Ibid., pp. 2109-2110; also p. 2086. 

Mr. BENNETT. Just another question. Do you feel that this subcommittee has any legal 
authority, to put it that way, to interfere in this matter? 

Mr. Fortas. No, sir. I think that your subcommittee has the authority to observe the 
administration, and to investigate the administration of the Holding Company Act as 
well as other acts under the jurisdiction of the Commission, and it is my understanding 
that the purpose of the inquiry here is to ascertain whether the Commission has per- 
formed its funetions with respect to the West Kentucky Coal Co., and if not whether it 
proposes to do anything aboutit. (Transcript, pp. 2161-2162.) 
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In his testimony before the subcommittee, Mr. Yohalem expressed 
doubt as to the Commission’s power to do so: 


Mr. HELLER. Would it not be wise, under the powers granted you under the act 
to now say to the West Kentucky Co., “You hold up that annual meeting until 
we have looked into the merits of this entire controversy”? 

Mr, YouaLteM. Well, my judgment, Mr. Chairman, is that under the powers 
granted in the act, that might be considered taking liberties with those powers. 

Mr. Herter. You have taken such liberties before, have you not? 

Mr. YOHALEM. Not that I know of, Mr. Chairman. 

Mr. Heiver. Well, if that would be taking liberties, then why do you state 1m 
your letter to Mr. Fortas that the Commission will take it under advisement? 

Mr. YoHALEM. Because, to me, at least, the obvious solution would be that Mr. 
Fogarty should cease to be a director of the Detroit Edison Co. and perhaps of 
the Cleveland Electric Nluminating Co. 

I don’t think that it follows from what you have heard that the answer is that 
Mr. Fogarty may not continue as a director of the West Kentucky Coal Co.™ 

* ae * * a * a 

Mr. Sraccers. But I think it would be only fair if the Commission could suggest 
that this be held up until after the matter is investigated, until after a determi- 
nation is made. 

Do you not believe it might be, as you say, on the prima facie evidence? 

Mr. Youarem. I think, Mr. Staggers, that for an agency of Government with 
the prestige of the Securities and Exchange Commission to suggest that a meeting 
not be held requires the Commission to be satisfied that it has legal power.” 


Commissioner Cook testified that the Commission did not have the 
power to request postponement of the annual meeting, and should not 
ask the company to do so: : 


Mr. Bennett. But one of the things the committee is called upon to answer, I 
think, is whether it should ask your Commission to take some actions which would 
hold up the annual meeting, pending an investigation and further consideration 
by your Commission as to whether it has the power, No. 1, and as to whether it 
should permit cumulative voting. 

Commissioner Cook. We are satisfied that we don’t have the power, Mr. Chair- 
man, and we don’t have jurisdiction over this company. 

Mr. Bennett. Is that the view of the majority of the Commissioners? 

Commissioner Cook. Yes, sir; it is the unanimous view of all the Commis- 
sioners.” 

+ cS Oo a x * * 

Mr. Bennett. I take it that even though the committee asked the Commission 
to hold this up and reconsider the question of cumulative voting, your answer 
would be in the negative? 

Commissioner Cook. Oh, yes. It would. 

The Commission has always believed itself responsive to the legislative branch 
of the Government. 

And I think, as your chairman has heard me say on another occasion, we are 
cognizant of the fact that administrative bodies developed out of the legislature, 
when matters which were exclusively legislative in character, became so time- 
consuming and complex that Congresses and legislatures no longer had time to 
deal with them. 

And, of course, the difficulty of resolving some of the problems in the courts 
also produced the administrative body. 

We have always felt a kinship to the legislature. 

But although in the light of that we want in every way to do what we can to 
serve the Congress and to serve the House Interstate Committee and to serve 
your subcommittee, I know that you would not ask us to use the really awful 
power of the Federal Government in connection with the private affairs of an 
American corporation if we did not believe that we had jurisdiction over that 
company. 

And that is our belief. 


8 Transcript, pp. 2113-2114. 
® Transcript, p. 2118. 
© Transcript, p. 2149. 
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Mr. Bennett. And did the fact that there is this question of interlocking direc- 
torates, about which Mr. Fogarty’s qualifications have been mentioned here—do 
you believe that would give the Commission the right to hold up the annual 
mneeting of this company pending further study by the Commission? 

Commissioner Cook. Congressman, I just regret that I have to answer that 
question “No.” ® 

* + * + f ” * 

Mr. Bennett. Do you not regard the contention here on cumulative voting, 
and the contention that there is somehow or other some related management on 
the part of Mr. Fegarty and conflict of interest, insofar as these subsidiaries are 
concerned, as sufficient justification for the Commission requesting the West 
Kentucky Coal Co. to hold up its meeting? 

I am not talking now about a formal order. 

Commissioner Cook. I understand that, sir. I believe that we would be en- 
tirely unjustified in so doing. 

I think if we can’t find jurisdiction over the company, if we can’t find the 
power under our statute, it would be a dreadful usurpation to start asking 
companies to do this, or the other thing.” 

* * * * * x * 

Mr. Bennett. You do not believe that the Commission has any authority to 
require the coal company to defer its meeting? 

Commissioner Cook. I so believe that; yes, sir. 

Mr. Bennetr. And for that reason you do not think that you ought to even 
ask them informally to hold it up? 

Comniissioner Cook. I think if anybody wants them to hold up their-meeting, 
they ought to ask them. 

Mr. BeNNeEtr. You do not feel the Commission should be that party? 

Commissioner Cook. I do not, for the reason stated; that, not having the 
uuthority, I believe it would be a dreadful usurpation of power, for which we 
have in the past unjustly been criticized. 





Following this testimony by Commissioner Cook, Mr. Fogarty was 
asked and replied to a question concerning the postponement of the 
meeting, as follows: 


Mr. Heuer. ‘Mr. Fogarty, in view of what has transpired here this morning 
and the evidence and testimony which you have heard, do you think you would 
consent, on behalf of the West Kentucky Co., to put your annual meeting over 
for 30 days? 

Mr. Fogarty. No, Mr. Chairman. I couldn’t make such a recommendation, 
The statements that have been made to you today are completely without foun- 
dation, which I hope to have an opportunity to prove to you.” 


Action subsequent to the subcommittee hearings 

Following the executive hearings on May 12, the subcommittee re- 
quested the Commission to reopen or to initiate hearings to determine 
whether there continued to exist common control among West Ken- 
tucky and North American Co. and its present or former subsidiaries, 
in a letter as follows: 

May 22, 1952. 
Hon. DoNALD CooK, 
Chairman, Securities and Exchange Commission, 
Washington 25, D.C. 

Dear Mr. Cook: With further reference to the executive session of the sub- 
committee on May 12 to consider the relationships existing among the West Ken- 
tucky Coal Co., Cleveland Electric Illuminating Co., Detroit Edison Co., North 
American Co., and other present or former subsidiaries of North American Co., 


the proceedings and orders of the Commission relating to these companies, and 
the observance of such orders: 


The subcommittee has noted that you now have under consideration the 
matter of the directorships held in Detroit Edison Co. and Cleveland Electric 


© Transcript, pp. 2149-2151. 
© Transcript, pp. 2153-2154. 
® Transcript, pp. 2154-2155. 
* Transcript, p. 2155. 
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flluminating Co. by Mr. James F. Fogarty, chairman of West Kentucky Coal Co. 
We shull welcome being kept advised of the extent and result of such 
consideration. 

In addition, following a perusal of the record of the May 12 meeting, the sub- 
committee has directed me to request you to reopen, or to initiate, whatever may 
be appropriate, proceedings to determine whether in fact there continues to exist 
common control, or community of interest effectively leading to such common 
control, whether by virtue of directorships, stock interest, or otherwise, among 
West Kentucky Coal Co., present or former subsidiaries of North American Co., 
North American Co., and interests identified with North American Co. either 
directly or through such companies as Blue Ridge Corp., Central States Elec- 
trie Co., American Cities Power & Light Co., New Empire Corp., and Shenan- 
doah Corp., in contravention of the Public Utility Holding Company Act of 1935. 

I shall appreciate your early advice as to your intention regarding this 
request. 

Very truly yours, 
Louis B. HELLER, 
Chairman, Subcommittee on Securities, Exchange Commission, 

Chairman Cook, of the Commission, replied on June 10 to the effect 

that the Commission had— 


under consideration the matter of the directorships held in the Detroit Edison Co. 
and the Cleveland Electric Illuminating Co. by Mr. James F. Fogarty, chairman 
of West Kentucky Coal Co. While the Commission has taken certain informal 
steps with regard to this situation, I am not in a position at this time to advise 
you as to what the outcome of these steps will be. However, [I shall be glad 
to keep you informed as to the extent and result of these steps as soon as some- 
thing definite develops. 

Continued by outlining certain data with respect to the past and 
present status of the sundry companies designated in the subcom- 
mittee letter, and concluded with this statement : 

In view of all these circumstances and until such time as information is dis- 
covered or brought to the Commission’s attention which would tend to indicate 
that the Commission could sustain the burden of proof imposed by the act in 
establishing the type of control mentioned in your letter, it is the opinion of the 
Commission that it would not be jusified in taking any other action than here- 
tofore taken or contemplated with respect to the subject of your inquiry.” 


CONCLUSION 


The committee is deeply concerned with the serious questions that 
have been raised as to the circumstances surrounding the divorce- 
ment of the West Kentucky Coal Co. from the North American 
system, and whether or not the intent of the law has. been carried 
out. It is regrettable that the Commission in the intervening 6 
months, since this matter was brought to its attention, has failed to 
apprise the subcommittee of any action it has taken even in the limited ; 
area it agreed to review. 

We repeat the recommendation that we made in our letter of May 22, 
1952, that the Commission initiate appropriate proceedings to de- 
termine whether in fact there continues to exist common control, or 
community of interest effectively leading to such common control, 
whether by virtue of directorships, stock interest, or otherwise, be- 
tween West Kentucky Coal Co. and present or former subsidiaries 
of North American Co., North American Co., or interests identified 
with North American Co., in contravention of the Public Utility 
Holding Company Act of 1935. 



















* Letter to Chairman Heller, June 10, 1952. 
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KAISER-FRAZER’S THIRD REGISTRATION STATEMENT 


The Commission has stated repeatedly that its investigation into 
the circumstances surrounding the failure of the third stock offering 
by the Kaiser-Frazer Corp. in 1948 has involved “a series of admin- 
istrative and court proceedings which, from the standpoint of sheer 
volume, have been among the most extensive in the history of the 
Commission.” * ‘The subcommittee, therefore, decided to review this 
-ase, insofar as it involved the Commission’s participation, to see why 
the controversy has been so prolonged and so bitter. A factual state- 
ment on the filing and processing of the Kaiser-Frazer registration 
statement and events subsequent thereto, prepared by the Securities 
and Exchange Commission, is shown in exhibit A to this case. 


CIRCUIT-COURT DECISION 


After our decision to review this case was made, the United States 
Court of Appeals for the Second Circuit handed down a decision on 
April 7, 1952, in Kaiser-Frazer Corp. v. Otis & Co., in which the court 
unanimously held that the underwriting contract between Kaiser- 
Frazer and Otis and the other underwriters was illegal of perform- 
ance because the Kaiser-Frazer prospectus was found to be materially 
misleading. The court said: 


* * * Kaiser-Frazer stated its earnings in such a way as to represent 


that it had made a profit of about $4,000,000 in December 1947. This representa- 
tion was $3,100,000 short of the truth. Concededly, the profits for the year as a 
whole were substantially unaffected by the overstatement of December earnings, 
but the prospective purchaser was entitled to a full disclosure of all the facts 
that were known to the corporation at the time the prospectus was issued; and 
the corporation Knew on February 3, 1948, that its profit for the month of 
December 1947 was less than $1,000,000. The source of the profit as stated in 
the prospectus for December could have been readily disclosed by a footnote to 
the earnings table. The footnote that appeared in the prospectus as issued was 
entirely insufficient for this purpose. No one reading it would have been put on 
notice that the actual profit for December was less than a fourth of what was 
indicated by the table. 
* e * * * * 

Any sale to the public by means of the prospectus involved here would have 
been a violation of the Securities Act of 1983 (15 U. S. G. A. see. 777 (2)). 
While it may be argued that the enforcement of the underwriting contract 
according to its terms would result only in the sale of the stock to Otis and 
that such a sale would not violate the act (see 15 U. S..C. A. see. 77 (d) (J)), 
we are satisfied that the contract was so closely related to the performance of 
acts forbidden by law as to be itself illegal. We cannot blind ourselves to the 
fact that the sale of this stock by Kaiser-Frazer, though, insofar as the particular 
contract was concerned, was 2 sale only to the underwriters, was but the initial 
step in the public offering of the securities which would necessarily follow. 
The prospectus, which has been found to have been misleading, formed an 
integral part of the contract and the public sale of the stock by the underwriter 
was to be made and could only have been made in reliance on that prospectus 





* SEC Sixteenth Annual Report, p. 58. 
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(15 U. 8S. C. A. see. T7e (b) (2)). We therefore conclude that the contract was 
unenforceable and that Kaiser-Frazer was not entitled to recover damages for 
Otis’ breach thereof? * 


HEARINGS 





The subcommittee held nine executive hearings between June 11 
and July 2, 1952, on the Kaiser-Frazer registration statement and 
heard testimony from the Commission and its staff, inclading former 
Commissioners and employees who had passed upon or taken part in 
the processing of this statement, from William W. Werntz, an ac- f 
countant who participated in the preparation of the Kaiser-Frazer { 
registration statement, and from William R. Daley, president of 
Otis & Co. 

Charles W. Steadman, counsel for the Kaiser-Frazer Stockholders 4 
Protective Committee, requested permission, and was permitted to 
file a statement. 


K AISER-FRAZER'S EARNINGS STATEMENT 





Kaiser-Frazer’s original registration statement filed on January 4 
6, 1948, contained financial data up to November 30, 1947. The con- 
troversial data, which the circuit court of appeals found to be mislead- 
ing, were not contained in the original filing, but were supplied by an 
amendment to the registration statement filed on Janu: ry 27, 1948. 

As amended on January 27, 1948, the prospectus included the fol- 
lowing summary of consolidated sales and ear nings covering the period 
from its ince ption to December 31, 1947. This table of financial data 3 
shows the income, expenditure, and net profits for the 2 months ended 
November 30, 1947, of $9,406,478; for the quarter ended December 
31, 1947, of $13,415,861; for the 11 months ended November 30, 1947 
of $15,495,748; and for the year ended December 31, 1947, of $19,505,- 
131. A note 4 to the table, keyed to the last quarter and the 12 months 
of 1947, reads as follows: 













(4) The tentative information for the quarter and year ended December 
31, 1947, reflects various substantial year end adjustments, including provision 
for certain reserves and a material increase in.inyentories to conform to the 
results of the complete physical inventory taken by the corporation as of Decem- 
ber 31, 1947. 

The Commission’s files contain no record of any letters or confer- 
ences subsequent to the receipt of the January 27, 1948, amendment, 
or any discussions with any representatives of the registrant with . 
respect to the amendment or the summary of earnings contained 4 
therein. 7 








SUMMARY OF CONSOLIDATED 


SALES AND EARNINGS * 








The following summary reflects consolidated sales and earnings of the cor- 
poration from its inception to December 31, 1947. The information for the 
period ended December 31, 1945, and the year ended December 31, 1946, as 
shown in the table, and for the 6 months ended June 30, 1947 (as explained in 
note 2), has been prepared from profit-and-loss statements examined by Tonche, 


















2 Kaiser-Frazer Corp. v. Otis € Co., 195 F. 2d 888, 843, 844. 
*On October 20. 1952, the Supreme Court denied Kaiser-Frazer’s petition for a writ of 


certiorari to the U. S. Court of Appeals for the Second Circuit in Aaiser-Frazer Corp. v. 
Otis € Co. 


4‘Kaiser-Frazer Corp. prospectus dated February 3, 1948, p. 7. 
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Niven, Bailey & Smart and should be read in conjunction with the financial 
statements for such periods included herein and the accountants’ report thereon. 
The information shown in the table for the 11 months ended November 30, 1947, 
and the breakdown into the 3 fiscal quarters and the 2-month period comprising 
such 11 months, has been taken from profit-and-loss statements prepared by the 
corporation from its books and*accounts, without audit, and should be read 
in conjunction with the unaudited 11-month financial statements and schedule 
included herein. The tentative information shown in the table for the quarter 
and for the year ended December 31, 1947, has been prepared by the corporation 
from its books and records, without audit, on the basis of a preliminary 1947 
closing made at January 23, 1948. 


Bn: 


Sales and 





Selling and! Other de- 





Period miscella- Cost of adminis- ductions Net profit 
neous sales trative or credits* or loss* 
income expenses (net) 
From Aug. 9 to Dec. 31, 1945__- $10, 979 $224, 607 $551, 988 $7,104 | * $772,720 
Yearended Dec. 31, 1946 11, 657,972 | 28, 092, 530 2, 940, 877 * 90,754 | * 19, 284, 681 
11 months ended Nov. 30, 1947 227, 560,032 | 204,674,595 | 6,751, 960 | 637,729 | 15,495, 748 
Quarter ended Mar. 31, 1947? 27, 305,035 | 29, 366, 660 1, 093, 542 81,127 | * '3, 236, 204 
Quarter ended June 30, 1947? 53, 142,046 50, 255, 274 1, 640, 776 198,641 | |! 1,048, 255 
Quarter ended Sept. 30, 1947 78, 527,735 | 67,890,777 2, 150, 261 209, 388 | 18,277,309 
2 months ended Nov. 30, 1947 68, 584,316 | 57, 161,884 1, 867, 381 148, 57: 1 9, 406, 478 
Quarter ended Dee. 31, 1947 #_.._......-. . 101, 999, 563 | 84, 519, 665 3, 850, 916 213, 121 |! 13,415, 861 
Year ended Dec. 31, 1947 ¢ . 260, 975, 279 (232,032,376 | 8,735, 495 702, 277 | } 19, 505, 131 


1 But for the operation of the loss carry-over provisions of the Internal Revenue Code, and the loss for the 
3 months ended Mar. 31, 1947, the profits shown above would have been subject to Federal income taxes in 


approximately the following amounts: 


Quarter ended June 30, 1947_. 
Quarter ended Sept. 30, 1947. . 
2 months ended Nov. 30, 1947 


Subtotal 


$420, 000 
3, 310, 000 
3, 765, 000 


7, 495, 000 


Less reduction in tax due to loss for quarter ended Mar. 31, 1947 1, 295, 000 


11 months ended Nov. 30, 1947 6, 200, 000 


On a Similar basis the Federal income taxes applicable to the quarter and to the year ended Dec. 31, 1947, 
would have been $5,365,000 and $7,800,000, respectively. 

2 The aggregate information for the 6 months ended June 30, 1947, agrees with the profit-and-loss statement 
for such period included herein and reported upon by Touche, Niven, Bailey & Smart. However, the segre- 
zation of such aggregate information so as to show the 2 quarters separately has been prepared by the cor- 
poration, without audit. 

3 The “‘excess of fair value of shares issued to Graham-Paige Motors Corp. over book amount of net tangible 
assets received therefor’’ is to be written off by charges to profit and loss over a period of 5 years beginning 
Jan. 1, 1948. This will result in a charge of $542,945 annually. 

4 The tentative information for the quarter and year ended Dec. 31, 1947, reflects various substantial year- 
end adjustments, including provision for certain reserves and a material increase in inventories to conform 
to the results of the complete physical inventory taken by the corporation as of Dec. 31, 1947. 


SUMMARY OF TESTIMONY 


Chairman Donald C. Cook 


Chairman Cook of the SEC testified that he did not know what the 
facts were relative to the December 1947 earnings of the Kaiser-Frazer 
Corp., that he was not sure whether the facts, upon which the district 
court and the court of appeals had based their decisions in the Ka/ser- 
Frazer Corp. v. Otis & Co. suit were all the facts, and he therefore had 
no Opinion to express at this time whether the December 1947 earnings 
indicated in the Kaiser-Frazer prospectus were misleading. He stated 
that the Commission’s staff has been instructed to obtain all the facts 
relating to this matter. He added, however, that if the facts which 
are now known to the Commission are assumed to be coextensive with 
the facts known to the district court and the court of appeals and are 
all the facts relevant to the question of the December 1947 earnings, he 
would believe that the statement of earnings submitted in summary 
form on page 7 of the prospectus was misleading. Assuming that the 
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summary of earnings was misleading, he said, there would still remain 
the question as to whether or not the prospectus was misleading. He 
further added that he thought it “onl not be proper for him to testify 
on this question in view of the possibility that he may be called upon to 
express his opinion in the pending proceedings before the Commission. 

Chairman Cook made it clear that he felt that the Commission had 
been imposed upon in this registration statement. He said that the 
Kaiser-Frazer Corp. knew what the facts were as to the December in- 
come; the accountants knew the facts, and the underwriters knew the 
facts. The Commission, he contended, was: not told these facts and 
“did not have the facts within their own control.” While Otis & Co. 
had knowledge of the facts (not “full knowledge” but “knowledge”), 
he said, they did not, at any time, complain to the Commission that the 
earnings statement was misleading. 

Chairman Cook added that the first time he had knowledge of the 
controversy over the December earnings was when he read the opinion 
of the district court sometime after July 2, 1951. 

Immediately following the decision of the circuit court of appeals 
on April 7, 1952, an undated and unsigned memorandum attributed to 
the Commission staff was prepared, in which the author or authors 
reviewed the Kaiser-Frazer registration statement in the light of the 
circuit court decision. This memorandum concluded as follows: 


* * * Since no sales were made under the subject registration statement 
and inasmuch as a new prospectus would be required before an offering could 
go forward, there appears to be no necessity for instituting administrative pro- 
ceedings at this time. 

Chairman Cook was asked whether he agreed with this conclusion. 
He stated very positively that this was not his view, that he personally 


intended to urge the Commission as strongly as possible to inquire into 
all of the facts surrounding the December 1947 earnings shown in the 
Kaiser-Frazer prospectus. 

Excerpts from Mr. Cook’s testimony of June 11, 1952, are as 
follows: 


Mr. Bennett. What are the facts about the accuracy of the December 1947 
statement of profits? 

Commissioner Coox. As I have previously testified, we got, we have got a 
district-court case that held one thing, and we have a court-of-appeals opinion 
that holds another. 

Mr. Bennett. Tell us about the Commission. 

Commissioner Cook. I do not know what the facts are; but, as I said, and 
as I said after reading the two decisions, we certainly are going to find out, 
and I for one am going to want to know just exactly what the facts are. 

Mr. Bennett. Do you mean that the Commission does not have all of the facts 
available to it that each of the two courts had, the district court and the court 
of appeals, in arriving at their respective conclusions? 

Commissioner Cook. I do not say that, Congressman. 

Mr. Bennerr. That is what I am talking about. 

Commissioner Coox. I did not understand your question.’ 

* x“ * * * a * 


Mr. Bennett. Here is what I want to get clear in my own mind: The cireuit 
eourt of appeals said this—and I am again referring to the language to which I 
have already read 

Commissioner Coox. Yes, sir. 

Mr. Bennett (continuing). “For, regardless of whether its accounting system 
was a sound one, Kaiser-Frazer stated its earnings in such a way as to represent 


5 Transcript, p. 2108. 
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that it had made a profit of about $4,000,000 in December 1947. This repre- 
sentation was $3,100,000 short of the truth.” 

Now, I want to know, do you agree with the court’s conclusion, or do you 
disagree with it, or do you have any opinion about it? 

Commissioner Cook. I do not know whether it is $3,100,000 short of the truth, 
or $1,200,000 short of the.truth. as the distriet court found, as I read from the 
district court’s opinion, or whether it is $10,000,000 short of the truth; and, as I 
indicated, I for one intend to find out exactly what its earnings were in the 
month of December. 

Mr. Bennett. Don’t you have all of the facts before you now upon which to 
make such a determination? 

Commissioner Cook. How would we know? How would I know whether we 
have all of the facts before us? 

Mr. BENNETT. Maybe as an individual that would not be the case, because you 
have not been a member of the Commission during all of the time that this 
case has been up. 

Commissioner Cook. Congressman, let me try to help this thing along. I think 
your questions are the problem. I want to tell you everything we know about 
it, but if what you are asking is do we have all of the facts that the district 
court bas, and that the court of appeals had, I would personally believe that 
the answer to that is “Yes,”’ and—— 

Mr. BenNetrT. That is what I would think. 

Commissioner Cook. If we do not, we should. * * * if we do not, I would 
say that we ought to be charged with it, because it is a public proceeding in- 
volving one of our cases. 

But, you see, the difficulty is I do not know whether all of the facts which 
went to the district court or the court of appeals are aii of the facts about it, 
and in view of the very sharp conflict between the decisions in the district court 
and the court of appeals—not only conclusions, Congressman, but on the actual 
amcunt—I do not know whether the courts had all of the facts. 

Mr. Bennett. I do not either; but do you? Is it your opinion and is it the 
Commission's opinion that it does not have all of the facts upon which to base 
a decision in this case? 

Commissioner Cook. I have no opinion on that; but I can tell you what I do 
have an opinion on, and that is that we are entitled to have all of the facts, and 
we are going to get them, and we have set in motion machinery to insure that 
we do get them. 

Mr. Bennett. I know, but you have just questioned the staff members here 
and they said that the Commission has all of the facts that were available to 
each of these courts. 

Commissioner Cook. Yes, sir. 

Mr. Bennett. And the question that I asked was, now, on the basis of the 
information that you have, which is the same information that the courts had, 
an‘ without regard to whether there are any other facts or not, but confining it 
to those facts, what is your conclusion? Do you agree with the circuit court of 
upreals or not? 

Commissioner Cook. Congressman 

Mr. Bennett. I do not want to ask you an embarrassing question. 

Commissioner Coox. No, sir; it does not embarrass me. I am a kind of an 
innocent bystander on the Kaiser-Frazer matter. I came along to the Commis- 
sion years after this case was handled by the Commission. It will not embarrass 
me. 

Mr. Bennett. Now, there is nothing personal, so far as anyone is concerned. 

Commissioner Cook. I understand. The point that I am trying to make is 
this: That we are entitled to have all of the facts and that when we get all of the 
facts, I, for one, will come to a conclusion on it, and I have not come to any 
conclusion on it, because I do not have all of the facts. 

Now, maybe I can belp it along this way: If you want to ask me a hypothetical 
question, namely, whether if we postulate that the facts which the district court 
and the court of appeals had, were all of the facts relevant to this question, and 
you want my opinion as to whether on that hypothetical statement of facts, I 
believe it was misleading, I will be happy to answer; but I cannot give you an 
answer as to whether it was or was not misleading without knowing all of the 
facts.® 





* © * ™ * * > 





®* Transcript, pp. 2109-2113. 
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Mr. Bennetr. * * * Taking the facts as we have them, and taking them 
as both of these courts had them, and as the Commission has now got them, what 
is your opinion? Do you agree that this prospectus was misleading, with respect 
to the matters I have referred to you, or not? Or, do you have another opinion? 

Commissioner. Cook. I will have to answer it the best way I can, Congress- 
man. I mean, I cannot answer the question that way. But, I will say this, that 
if the facts which are now known to the Commission, which facts we will assume 
are coextensive with the facts known to the district court and the court of ap- 
peals, are all the facts relative to this question, I would believe that the state- 
ment of earnings submitted in summary form on page 7 of the prospectus was 
misleading. * * * I indicated on his (Congressman Bennett's) basic state- 
ment, that this summary of earnings was misleading. I did not state that the 
prospectus was misleading. There would still remain the question 

Mr. Hetter. Is not that a part of the prospectus? 

Mr. Cook. Yes, sir. 

Mr. Heiter, Where is the distinction then? 

Mr. Coox. The distinction is that the prospectus contains a considerable 
amount of additional information, including the facts as to the earnings for the 
year ended December 31, 1947, and the question is whether that item which I 
have testified to, on the basis indicated, as being misleading, on those assumed 
facts, would make the entire prospectus misleading and hence justify the kind 
of decision which was rendered by the court of appeals. 

Now, I may say, as to that latter question I do not believe that it would be 
proper for me to testify, because in the pending proceedings that we have in 
regard to this matter, the Commission may be called upon to pass upon that 
very question, in my opinion, in a quasi-judicial capacity.’ 

* * * * * * 2 


sh 


Mr. BENNETYr. * * * Let me eall your attention again to the cireuit court 
of appeals’ opinion on page 12, referring to this third issue by Kaiser-Frazer, 
and the prospectus filed, we find this language. * * * “Any sale to the public 
by means of the prospectus involved here would have been a violation of the 
Securities Act of 1933, 15 U. S. C. A., § 771 (2).” 

Now, €n a similar assumption of facts—in other words, if you have before you 
the same information both of these courts had, do you agree or do you disagree 
with that conclusion? 

Commissioner Cook. That is the question, Congressman, that I indicated in 
my answer immediately preceding, is one of the questions which may be involved 
in the administrative proceeding and upon which the Commission may have to 
pass in a quasi-judicial capacity, and I think that it would be unseemly and 
improper for me to seek to answer that question in this hearing.* 

* x * ” + * 4 

Commissioner Cook. Mr. Chairman, I do not know whether I made it clear 
on the record, during the questions and answers, but I tried to, namely, that I 
think we have been imposed upon in this registration statement and I do not 
know what the facts are. We cannot be sure until they are fully investigated, 
and we intend to investigate them. * * * This goes to just one point that is 
different than the one you are going to make, Congressman, 

Now, when I indicated that we will have before us in a quasi-judicial capacity 
this precise matter, I want to be clear on the record that what I am talking about 
is that in any proceeding which we would commence, which we would undertake, 
which might result in formal action by the Commission in regard to this registra- 
tion statement, this matter is bound to be a matter that we are going to have 
to pass upon and therefore IT should not prejudge it and in talking about the pro- 
ceedings, I would not want you to think that I am talking about the pending case 
against Otis & Co., which is another matter. 

Mr. Hetier. Now, when you say that the Commission has been imposed upon, 
by whom has the Commission been imposed upon? 

Commissioner Cook. Well, I will be glad to answer that, Mr. Chairman. 

You understand, I am sure, from the study that your staff has made of these 
documents or minutes, and all of the documents in regard to the case, that the 
issuer, Kaiser-Frazer, knew what the facts were with regard to the December 
income, the accountants knew what the facts were with regard to the income 
for December, and the underwriters knew what the facts were with regard to 
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the income in December. You know who the only ones connected with this regis- 
tration were who were not told the facts about the income and who did not have 
the facts within their own control? 

Mr. HELLER. You say the underwriters knew it? 

Commissioner Coox. Of course. 

The Securities and Exchange Commission was the only one who was not given 
the facts. I have got excerpts here from testimony of Mr. William R. Daley, 
president of Otis & Co., when his testimony was taken, and I have got excerpts 
from the testimony of Mr. Kissell, who was a member of the law firm which was 
counsel to Otis & Co., given in this same connection, and the testimony of both 
of them indicates that they had knowledge of these facts. We have had a study 
made of all of the complaints that Otis & Co. made to the Securities and Ex- 
change Commission in connection with the third Kaiser-Frazer registration 
statement. I find that at no time did they complain about this earnings state- 
ment to the Commission and at no time did anybody disclose these facts to the 
Commission when this registration statement was pending and ready to become 
effective, and yet the company knew it; the underwriters knew it; the accountants 
knew it. Now, why was not that information made available to us, you might 
well ask? * 

+ * as * * ~ * 


Mr. Hetier. I think you mentioned that Mr. Daley—and I assume the Daley 
you referred to was William R. Daley, the president of Otis & Co.? 

Commissioner Cook. Yes, sir. 

Mr. Hetier. Had full knowledge of this situation; is that correct? 

Commissioner Cook. I did not say “full knowledge.” He had knowledge.” 

= * é * x* ™* * 

Mr. BENNETT. Now, the Commission has had 4 years to go over this situation. 
That is quite a long time, in my opinion. And it still has not come up with an 
answer to the question as to whether the Commission or its staff knew, or should 
have known, that this statement was misleading and, if they did, why didn’t they 
take some action upon it? 

Commissioner Cook. Congressman, you realize that when the underwriters 
refused to go forward with their contract, there were no securities to be sold 
under this registration statement. 

Mr. BENNETT. No; but the court—— 

Commissioner Cook (continuing). And that as time passed, there were so 
many changes that-had occurred in the business of Kaiser-Frazer and in the rela- 
tions of the parties that it would have been impossible ever to sell any securities 
under that registration statement; that it would practically have had to be re- 
written from beginning to end, and under those circumstances, and bearing in 
mind that while we received complaints—I say “we”; I was not at the Commis- 
sion at the time—while the Commission received complaints from March 20, 1948, 
through or into the year 1950, with regard to this registration statement, at no 
time did anyone complain to the Commission with regard to that summary of 
earnings.” 

* a * + * « « 


Mr. BeNNeEtTr. * * * Our staff has been given from your files a memorandum 
that is undated and unsigned, but is attributed to Mr. Bane, which was prepared 
after the court of appeals’ decision in April of this year, and the concluding 
comment on the memorandum is this: 

“Since no sales were made under the subsequent registration statement and 
inasmuch as a new prospectus would be required before an offering could go for- 
ward, there appears to be no necessity for instituting administrative proceedings 
at this time.” 

Commissioner Cook. Mr. M. F. Cohen, who is in the Corporation Finance Divi- 
sion, I believe has some knowledge with regard to it and I will let him identify 
the writer and the circumstances, and then I will be glad to indicate my view- 
point on it. 

Mr, ConeN,. As I understand it, shortly after the opinion came down, Mr. Bane 
called Mr. Broullire, who is here and who had been working on the registration 
statement, into his office, and without any review of the files, dictated the sub- 
stance of this memorandum, indicating his immediate reaction to the opinion. 





® Transcript, pp. 2118-2120. 
© Transcript, p. 2123. 
“Transcript, pp. 2126-2127. 
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Mr. Broullire is here. He was present at the time. Perhaps he can elaborate 
on that understanding of it. 

Commissioner Cook. So that this is a memorandum prepared by Mr. Bane, 
Director of the Corporation Finance Division, giving his immediate reaction to 
the opinion as it came down. 

Mr. BENNETT. What I am going to ask you, Mr. Chairman, is whether the 
conclusion I read here was the view of yourself and the views of the Commission 
with respect to anything further being done? 

Commissioner Cook. It is definitely not my view and this is the first that I 
have been acquainted with the fact that this memorandum is in existence. It 
is not my view. I do not know what the rest of the Commission intends to 
do, but I intend to urge the Commission as strongly as I know how, to inquire 
into all of the facts surrounding these December earnings which have been 
testified to here. 

Mr. HELLER. Public policy requires such an investigation, does it not? 

Commissioner Cook. In my judgment, not only public policy, but I think 
we have got an obligation to find out whether anybody sought to impose upon 
the public, and whether they sought to impose upon us. 

Now, just so that it will be clear as to what Mr. Bane referred when he 
referred to proceedings. He referred to the so-called stop-order proceedings, 
which would prevent a registration statement from becoming effective or suspend 
its effectiveness if it had become effective. 

Obviously we would not contemplate any stop order on this registration state- 
ment, because that would be just nugatory. I am sure that you understand 
that. 

But your question is, Do I believe something ought to be done about this? 
I say to you, I believe wholeheartedly something ought to be done about it; 
more strongly than you do; more strongly than anybody on this committee does, 
and I am going to press in every way I know how to see that it is inquired into 
and fully, in all of its ramifications. 

Mr. Hetrer. And that investigation will be directed against Kaiser-Frazer, its 
lawyers and accountants? 

Commissioner Coox. It will be directed against any person or company that 
has, or that can contribute anything to our understanding of it. 

Mr. BENNETT. Well, the point is that—— 

Commissioner Cook (continuing). And I include in that Kaiser-Frazer, the 
underwriters, and the public accountants who prepared these statements. 

Mr. Bennett. This is the thing that is confusing to me: What could you 
possibly expect to unearth that is not already known in the way of information 
that is not already in your possession ? 

Commissioner Cook. Well, there is a good deal. 

Mr. Pennerr. As I see the matter, the Commission had all of the facts in re- 
spect to this Kaiser-Frazer registration statement and its financial condition 
when it filed its annual report for the year 1947. If vou did not have it before, 
you had it when the corporation filed its annual report, I think in April of 1948. 

Commissioner Cock. No, sir; the annual report would not disclose it, Con- 
gressman, because the annual report would be for a whole year and the earnings 
figures for the year in the annua] report would be roughly the same as the earn- 
ings figure in the prospectus. That arises only because you have a 1-month 
figure and it is possible to make a calcujation which will let you know what the 
earnings are represented to be for 1 month, but the annual report would not be 
helpful on it in my judgment.” 

4 * * + + ” + 


Commissioner Cook. T do not know whether I have stated when I had first, 
knowledge of this. I have no hesitation in telling the committee that the first 
time I had knowledge of this situation in regard to the December earnings was, 
when I read the opinion of the district court.” 


John M. Broullire 
Mr. Broullire, fiscal and financial analyst at the Commission, stated 


that he examined the registration statement and prospectus and that 
while he did not recall specifically discussing the footnote 4 on page. 


2 Transcript, pp. 2128-2131. 
3 Transcript, p. 2137. 
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T of the prospectus, by virtue of the procedure followed in the Com- 
miission— 

it is a valid assumption that this whole matter was thoroughly hashed and 
rehashed fully, and that we came to the conclusion as a result of the represen- 
tations made between January 21 and the effective date, that the summary of 
earnings for all intents and purposes was adequate, in our estimation.” 

By “we,” Broullire explained, he meant Messrs. Martin A. Behrens, 
section chief; John Kohlhepp, group accountant; and possibly John 
McClare, who was then assistant chief accountant. He had no spe- 
cific recollection of any discussion of the January 27, 1948, amend- 
ment to the registration statement which expanded the summary of 
earnings in the prospectus to include unaudited data for the quarter 
and year ended December 31, 1947, and contained footnote 4 for the 
first time. 


Martin A. Behrens 


Mr. Behrens, Section Chief, stated that he had been under the im- 
pression that the Kaiser-Frazer Corp. had made $4,000,000 in De- 
cember 1947, and that the adjustments referred to in footnote 4 to the 
“Summary of Consolidated Sales and Earnings” on page 7 of the 
amended prospectus “washed out” and had no effect on the December 
earnings or on the earnings for the fourth quarter, 1947. Behrens 
stated that he talked to Kohlhepp and McClare about this footnote 
and “must have been assured that the adjustments balanced out or 
that they washed out.” * 

Behrens added that if Werntz, accountant representing Kaiser- 
Frazer, had told him, as Werntz asserted he did in his deposition, that 
the corporation did not make any operating profit in December, he, 
Behrens, would have required adequate disclosure in the footnote.’* 


John W. Kohlhepp 


Mr. Kohlhepp stated that the language of footnote 4, page 7 of the 
prospectus was “of such a character as to raise a question,” that he 
had discussed this matter with McClare, assistant chief accountant of 
the Division of Corporation Finance, and since McClare had no ques- 
tion about it, Kohlhepp concluded that the net effect of the various 
adjustments referred to in footnote 4 was zero, and that, the cor- 
ean had a true operating profit of $4,000,000 in December 1947. 
Xohlhepp added that in the light of what he knows now, the footnote 
hue not adequately disclose the facts,” and that the staff was misled 
ry it. 


Anthon H, Lund 


Mr. Lund, Director of the Division of Trading and Exchanges, 
testified relative to the stabilization efforts of the Kaiser-Frazer Corp, 
On February 3, 1948, the corporation purchased 186,200 shares of its 


% Transcript, p. 2759. 

1% Transcript, p. 2779. 

On October 19, 1950. counsel for Otis took the deposition of William W. Werntz, of 
Touche, Niven, Bailey & Smart, accountants for Kaiser-Frazer. In that deposition, Werntz 
testified that he told the SEC staff on January 21, 1948, that except for various sub- 
stantial year-end adjustments and certain unusual transactions. the tentative difference in 
Kaiser-Frazer’s earnings from operations for the 12 months ended December 31. 1947, and 
for the 11 months ended November 30, 1947, was zero, and that with these adjustments, 
the December 1947 profit would be approximately $4.000,000. He further stated that he 
had discussed with the Commission’s staff the desirability of showing the amount of each 
adjustment in a footnote, and that footnote 4 to p. 7 of the amended prosnectus, as it was 
finally drafted. represented an agreement between himself and the staff. More details 
on Werntz’s testimony are given on p. 81 below. 
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stock at an expenditure of $2,500,000, in an effort to stabilize the 
market, just prior to the new offering of stock on the following day. 
Lund stated that the Commission was alarmed by this heavy stabili- 
zation, the largest in history, but he saw nothing illegal in this opera- 
tion. He stated, however, that should a similar situation arise in the 
future, he would recommend to the Commission the holding up of 
effectiveness of the registration statement until a thorough investiga- 
tion could be made. 
Excerpts of Lund’s testimony follow. 


Mr. Bennetr. Mr. Lund, why did the Commission permit the Kaiser-Frazer 
registration statement to become effective within a few hours after the company 
had engaged in the biggest stock stabilization operation, as. you deseribed here, in 
the history of the Commission, and only a few minutes after the underwriters’ 
agreement was changed from one involving the sale of 1,500,000 shares to one 
involving the sale of 900,000 shares? 

Mr. LuNp. I think the Commission allowed it to become effective because I 
did not object to it, as the head of the stabilizing section. In other words, my 
opinion, then and also my opinion now is that there has been no violation of 
the law in connection with these matters. 

Mr. Bennett. It is a fact, is it not, that this stabilization or manipulation 
had been conducted 

Mr. LuNp (interposing). This is not a manipulation, sir. This is a stabiliza- 
tion operation involving the purchase of 186,000 shares of stock which is much 
larger than anything else the Commission ever had. 

Mr. BenneEtT. As the person upon whom the Commission relied in things of 
this kind, in connection with an extraordinary or unusual situation involving 
the largest stabilization that we ever had before, should you not have recom- 
mended a cooling-off period so that you could have given this thing further 
thought and study? 

Mr. LuNpb. By hindsight you no doubt are right. At the time and in the 
climate of the prospectus that came in to the SEC there did not appear to be 
any violation. The prospectus had ‘language, similar to the language on page 
19 on this prospectus, that the underwriters reserve the right to buy up to 15 
percent of the number of shares being offered in stabilizing. Nearly every 
prospectus. reserves the right to buy up to 10 percent, 15 percent, 20 percent, or 
25 percent. Fifteen percent of 1,500,000 shares is 225,000 shares. Now, they only 
bought 186,000 shares as compared to a disclosed reservation to buy 225,000 so 
they were not going beyond the terms of the offering as contained in the 
prospectus.” 

~ * * * * * * 


Mr. Hatt. In view of the fact that this situation arose out of a stabilization of 
stock price on the market which you say is completely legal under the present 
law, and brought about this situation under which the public could be defrauded, 
have you made any recommendation as to any change in the rules to take care 
of situations like that? 

Mr. LuNnp. We have not. What we did, sir, was this. We asked the entire 
public to make any comments to us they might care to make as to whether our 
stabilizing rule and procedure should be changed. I think Mr. Loss can verify 
this, that we got something like five answers. 

Mr. Hatt. Have you made any recommendations to the effect that there be any 
changes made with respect to controls of any offering or stabilization on the stock 
market? 

Mr. Lunp. No, sir; we have not. 

Mr. Hai. And if we had another Kaiser-Frazer case today you would sit by 
and let 186,000 shares again be dumped on the market and the public thereby 
defrauded? 

Mr. Lunp. I do not think that we would let it happen again. I do not know 
quite how we would stop it, but we would do something next time. That is, I 
would personally try to do something. 

Mr. Hatt. What would you do? 

Mr. LuNp. I would go into the situation and suggest holding up the registra- 
tion statement until a thorough investigation was made. That is all we could do.” 





17 Transcript, pp. 2812-2814. 
18 Transcript, pp. 2823-2824. 
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John K. McClare 


On May 3, 1948, McClare, formerly Assistant Chief Accountant 
of the Division of Corporation Finance, had prepared a memo- 
randum for inclusion with the exhibits sent to Senator Tobey, sum- 
marizing a conference he had with William W. Werntz on January 21, 
1948, relative to the Kaiser-Frazer registration statement. The con- 
cluding paragraph of the memorandum reads as follows: 

Discussion as to the procedure and disclosure to be made in completing the 
earnings summary presented no special difficulties other than in connection with 
the disclosure of information to the effect that substantial year-end adjustments 
entered into the determination of the net profit for the final quarter of 1947. 

Upon reading this memorandum recently, Mr. McClare stated that 
he was surprised at the above paragraph; that he had forgotten all the 
details; that he had no recollection of Werntz having given him any 
specific facts of a material nature; that if Werntz had given him any 
figures, they would have been stated in the memorandum ; that Werntz 
possibly had mentioned the matter in such a casual and offhand way, 
and the ideas were so vaguely and indirectly represented, that their 
real significance did not register on his [McClare’s] mind and he did 
not properly evaluate the information. McClare had no recollection 
of having been told by Werntz that without the year-end adjustments 
and allowance for unusual transactions, the Corporation showed sub- 
stantially no earnings in December 1947. McClare stated that if he 
had been given this information it would have been “spelled out” 
in a memorandum, and— 


there wouldn’t have been any indication there were $4,000,000 of earnings for 
December. What's more, the prior period’s earnings would have been corrected. 
* * * JT would have had the statements revised and corrected.” 


He further stated that he was not sure whether he had seen the amended 
registration statement of January 27 and February 3, 1948, containing 
the revised summary of earnings and footnote 4. McClare, however, 
admitted that, in processing the statement, he should have seen it. 
The Commission could not find any memorandum or notations in its 
files indicating that McClare had seen these amendments. He added: 


As I can see it now, and I am merely trying to rationalize what probably 
happened, there must have been some indications which we relied on to effect that 
these adjustments offset each other. There is no other answer to it because there 
are other indications that we went into the inventory situation with meticulous 
eare. It is hard for me to conceive that there could be any other representation 
having been made than that these adjustments offset each other and did not 
materially affect the December earnings.” 


McClare did not recall whether Kohlhepp had consulted him about 
footnote 4 and stated: 


I would be very much surprised that anything of that nature would have 
been presented to me without a memorandum by the group accountant, as cus- 
tomarily was done and without someone securing my initials. The staff was 
very anxious to get my initials on anything like that.” 


McClare said he couldn’t imagine himself conducting his job the 


way he did without inquiring into footnote 4. He said he might have 
spoken to the accountants for, or some representative of, the regis- 


2 Transcript, p. 2921. 
»* Transcript, pp. 2933-2934. 
71 Transcript, p. 2924. 
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trant, or discussed it with staff members who had been in contact with 

the registrant, or its counsel or accountants. He added: 

Of those who worked on the case, three were experienced accountants, Kohlhepp, 

McCormick, and myself, and I also believe the section chief, Behrens, had ac- 

counting training. How this matter could have escaped all four of us is difficult 

to explain, unless there were assurances that the adjustments offset each other.” 
McClare concluded as follows: 


* * * JT under no circumstances would like to rely on that footnote 4 as 


conveying to me in any sense or being the basic representation that those ad- 
justments offset each other. What I meant to say was this, that in order for 
me to pass that note, assuming that I did pass it, I received representations 
from the company or from its accountants that those adjustments offset each 
other. * * * And how I got that information, I am not prepared to say and 
I do not recall it.” 


Andrew Barr 


Mr. Barr stated that on January 21, 1948, Werntz was in his office 
on another matter and, while there, Werntz received a phone call from 
Mr. Frazer, president of Kaiser-Frazer. After the call, Werntz told 
Barr that he had been instructed to take up with the Commission 
certain adjustments arising out of the year-end audit. Barr said, to 
the best of his recollection, Werntz had told him, or the manner in 
which Werntz mentioned the subject, he [Barr] got the impression 
that the adjustments did not have a material effect on the Corporation’s 
income as reported. 


Louis Loss 


Mr. Loss, former Associate General Counsel of the Commission, 
stated that he had no connection with the Kaiser-Frazer registra- 
tion statement until March 19, 1948, when the Commission appointed 
a special committee of five to handle the public investigation in this 
case. Mr. Loss was appointed chairman of that committee. 

Mr. Loss stated that so far as the contents of the registration state- 
ment were concerned, he and his committee relied on McCormick, 
then Assistant Director of the Division of Corporation Finance, who 
was in charge of this statement. 

Mr. Loss was questioned with respect to the Commission’s action 
on the various complaints made by Otis & Co., alleging that the 
Kaiser-Frazer registration statement was false and misleading, and 
on his testimony before the Celler Subcommittee on Study of Monopoly 
Power on November 16, 1949, when, in response to a question from 
Congressman Keating, Mr. Loss stated : 


It was after we started our public investigation into the whole affair that we 
began hearing from Otis & Co, that the persons we really should be investi- 
gating were Kaiser-Frazer, and, of course, at that point, I will say here on the 
record we again double-checked to make sure that there was nothing in the 
registration statement to which we could take exception, and we have never 
found anything to which we could take exception.” 


Mr. Loss replied that the Commission twice instructed the staff to 
double check the registration statement and the staff found nothing 
wrong with the statement. He said that when he made the above 
statement before the Celler Subcommittee, he was under the impres- 
sion, and remained under that impression until a few weeks before 


2 Transcript, p. 2939. 
3 Transcript, p. 3001. 
* Transcript, pp. 2972-2973, 
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our hearing, that the cheeks which the staff of the Corporation Fi- 
nance Division had made of the registration statement were complete 
checks. After the opinion of the Circuit Court of Appeals was ren- 
dered he learned for the first time that the registration statement was 
checked against the allegations of error made by Otis and not com- 
pletely. He stated that the allegations which Otis made were without 
substance. He thought that the limited checks made of the registra- 
tion statement were reasonable because Otis & Co. had every motive to 
attack this registration statement, but made no allegations as to the 
year-end adjustments, “which the record shows they knew about.” * 
Under the circumstances, he stated, the Commission was justified in 
assuming that if Otis could not find anything to charge against the 
registration statement, there probably was nothing wrong with it. 

Mr. Loss was asked whether he was familiar with the testimony 

iven by Daley, president. of Otis & Co. on April 20, 1948, before Mr. 
rca? committee to the effect that Daley had once been under the im- 
pression that the December 1947 earnings of Kaiser-Frazer were in the 
vicinity of $300,000. Mr. Loss stated that he must have been familiar 
with that testimony but that Daley’s statement did not register on his 
mind. At this point, the following colloquy took place : 


Mr. Hai. Well, wouldn’t it be inaccurate to say that perhaps some of you at 
the Commission had a fixed opinion at that time in relation to this case? 

Mr. Loss. In my opinion, sir, that would be most inaccurate. 

* * * os * * * 

Mr. Harri. Well, in the SEC minutes of April 21, 1952, there is this sentence, 
referring to the fact that Mr. Daley had told somebody at the Commission that 
the December profits were about $300,000. I am quoting: 

‘“* * * Apparently this testimony had been regarded as of no special sig- 
nificance and as no more than a part of Otis’ campaign to discredit Kaiser- 
Frazer and its stocks * * *.” 

That is the end of that quote. 

Is that the reason why perhaps you said you may have heard about that? Is 
that the reason why you paid no particular attention to it at that time? 

Mr. Loss. Congressman, I don’t mean to evade. I don’t mean to run away 
from my share of the responsibilty. As chairman of this committee, I was ulti- 
mately responsible for everything that went on. 

At the same time—and I have made, I know, some mistakes in this case, 
whether this was one of them or not. I would be glad to enumerate them, on 
or off the record. I have made quite a few. 

The fact is, however, that when it came to the content of the registration state- 
ment, we on the committee necessarily relied on the Division of Corporation 
Finance. 

Now, the only thing that can explain to my mind today why these financial 
figures did not register on my mind until I was called to represent our witnesses 
in their depositions is that they were not called to my mind by the accountants 
and the competent people who worked on the registration statement. 

Had I really been on my toes, sir, I should have picked it up myself. Appar- 
ently I was not. 

Mr. Hatt. But it goes down the line the same way. This is no criticism of 
you, but we speak to Mr. Kohlhepp, and he says it raised a question in his mind, - 
and he is sure he went to Mr. McClare. Mr. McClare says I am sure he didn’t 
come to see me, or I would have made a memorandum. 

Now, somewhere in this picture, I would love to get a story which would start 
somewhere and end somewhere. But throughout the whole story, you never get 
what I would call a continuous and satisfying picture of just exactly what hap- 
pened in the SEC on this ease. 

Mr. Loss. I quite agree.” 


*% Transcript, p. 2975. 
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Mr. Loss stated further that ever since he first appreciated the dis- 
closures made by Werntz in late 1950, he thought that the registration 
statement was misleading. Had the Commission known the facts 
disclosed by Werntz at the time the registration statement became 
effective, Mr. Loss stated, the Commission would have required a far 
different disclousure. 


When questioned as to why the Commission had not taken any 
action against Kaiser-Frazer after the disclosure made by Werntz in 
October 1950, was allegedly brought to the Commission’s attention, 
Mr. Loss gave the following explanation : 


Mr. Loss. * * * Until late 1950, when the Werntz deposition was taken, 
nobody apparently in the Commission—and I bear a large share of that responsi- 
bility, and I am not trying to duck it—apparently nobody in the Commission 
was aware of the implications of this footnote. It is easy to pin point things 
now, 4 years later. 

Mr. Hatt. May I break in there? When did you first see the Werntz depo- 
sition? 

Mr. Loss. Immediately after it was taken, because Otis & Co. then wanted 
to call our people to take their depositions, and I was counsel for ovr people 
when their depositions were taken. So I made it my business then to look into 
this. 

Mr. Harv. Did you report what was in it to the Commission? 

Mr. Loss. Oh, immediately, to the Commission. As I recall, I said, “This may 
cost Kaiser-Frazer the lawsuit” ™ 

* x & a = om” & 

Mr. Loss. * * * TI told them (the Commission) that Mr. Werntz and our 
witnesses were diametrically opposed in their testimony.* 

* 1 * * * * . 

Mr. Loss. * * * But I would still like, if I may, to answer the second part 
of Mr. Heller’s question, which I think is a very critical question: Why didn’t 
we proceed against Kaiser-Frazer or take any action when we did discover, 
although belatedly, in late 1950, through the Werntz deposition, that the adjust- 
ments were apparently misleading? 

At that point, sir, the only thing we could have done, I suppose, was to institute 
a stop-order proceeding against the registration statement. We have the legal 
authority to institute such proceedings either before or after the effective date. 

Mr. BENNETT. Pardon? 

Mr. Loss. We have the legal authority to institute such proceedings either 
before or after the effective date. In at least one instance we instituted such 
a proceeding long after the effective date, when for the first time we discovered 
the misstatements in the registration statement. That was the Globe Aircraft 
case. But we did so because the securities had been sold, and we wanted to make 
a record, because the buyers might sue individually the officers and directors. 

In this case, the securities were not sold. The few that were sold were sold 
conditionally, and the whole thing fell through, as you know.” 

* > ‘* ” * * a 


Mr. Loss. Nobody ever got title. No shares ever passed to anybody’s hands 
actually. And there would have been no purpose served by a stop-order pro- 
ceeding (in this case). 

There was also this consideration: The question was then at issue before the 
eourt. And while that, in itself, would not be determinative, I think it was rele- 
vant. Kaiser-Frazer obviously could not use that registration statement. If it 
ever wanted to sell securities, it would have to file a new registration statement.” 

2 * aa * + * = 


Mr. Bennetr. Do you not believe that the Commission now, and for quite a 
long time, has had sufficient facts before it to reach a conclusion that this regis- 
tration statement was misleading? 

Mr. Loss. We have reached such a conclusion. And everybody who has testi- 
fied here, as I have heard him, has testified that we think the registration 
statement was misleading. 

Mr. BENNETT. And how long have you been of that opinion? 


27 Transcript, p. 2985. 
28 Transcript, p. 2989. 
2 Transcript, pp. 2991-2992. 
%® Transcript, p. 2993. 
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Mr. Loss. I have been of that opinion ever since I first heard of the Werntz 
deposition in late 1950. 

Mr. BENNETT. And did you so advise the Commission? 

Mr. Loss. I did, sir, as I recall. 

Mr. BenNeETr. Did you recommend that the Commission take any action with 
respect to that? 

Mr. Loss. I did not, and for the reasons I have just indicated. There was no 
action we could take. 

Mr. Bennetr. Well, you could file a stop order, could you not? 

Mr. Loss. Well, a stop order, sir, is not a penal sanction. It was intended 
by Congress, as I read the statute, as a remedial device to stop the sale of 
securities through misleading statements or, after the sale, to publicize the facts 
so that defrauded buyers could sue somebody. Neither of those contingencies 
was present here. The only thing we could have done was to suggest an 
indictment. 

Mr. BENNETT. Do you not think it could also have the effect of warning the 
publie against future issues of securities by this company? And do you not 
think it would give the security holders of prior securities some pertinent 
information about the kind of people that are running Kaiser-Frazer Corp.? 

Mr. Loss. Congressman, that, again, is a double-barreled question. I do not 
object to double-barreled questions. I just want to be permitted to give you 
double-barreled answers. 

So far as warning about future issues is concerned, sir, if Kaiser-Frazer ever 
attempts to sell securities again, we will go over the registration statement as 
-arefully as we know how and try not to make mistakes. Nobody is perfect. We 
might make mistakes. 

No. 2, so far as prior holders are concerned, I take it that question is similar 
to the one that was asked Mr. Cook here the other day, whether we should not 
have publicized the court’s opinion. Definitely not, in my opinion. It was 
never intended, again, by the draftsmen of that statute, that the SEC should 
be the only enforcing mechanism. ‘There are two kinds of sanctions in this act, 
public and private, and the private are just as important—if not more so—than 
the public. The very fact that Congress said in section 11 that persons who 
bought securities under misleading registration statements could sue for a period 
of as much as 3 years civilly indicates that it was contemplated that perhaps 
securities might be sold under statements that would be misleading, and that 
the Commission might not discover that they were misleading in time for us 
to stop the sale. We try to, but we are not perfect, and we do not have the 
power or the budget to make exhaustive, extremely exhaustive, checks and inven- 
tories, and so on, in each case. 

Now, whether that does happen, and when there is a public suit, which for 
the first time brings to light that a statement is misleading, there is no author- 
ity—I doubt very much whether there is any authority in this statute—for the 
Commission to act as a publie relations office for the United States courts. The 
newspapers serve that function. 

And let me just add this further statement. 

The district court said this was not misleading. The circuit court said it was. 
And presumably the Supreme Court may say it was not. 

Mr. BENNETT. But you say the statement was misleading. 

Mr. Loss. I think it was. 

Mr. Bennett. And you say you have been of that opinion since Werntz gave 
his deposition in 1950. 

Mr. Loss. I have also said, however, that I am not sure I would have invali- 
dated the contract. 

Mr. Bennett. I am not talking about the contract. I am talking about the 
statement and whether it was misleading. 

Mr. Loss. Well, misleading for one of two purposes. It was certainly mis- 
leading for the purpose of declaring the statement ineffective. For that purpose 
it was certainly misleading. 

Whether it was sufficiently misleading to have invalidated the contract, I am 
not sure, sir. 

Mr. BenNeETT. That is a matter that is in the courts. They will take care of 
that. But the Commission’s function, as I understand it, is to try and find 
cut whether a statement is false or fraudulent and- misleading, or whether it is 
not. And it is in that connection that I am trying to find out if you feel the 
Commission has performed properly its function. 

Mr. Loss. I don’t think our performance was exemplary in this case, sir. I 
personally would not want the Commission’s 18-year record to be judged by its 
performance in this case. I think that there may have been slip-ups. Memories 










68 STUDY OF THE SECURITIES AND EXCHANGE COMMISSION 





are vague now. If there was a slip-up, it was just that. I freely confess that, 
attending the hearings as I did, I should have seen the implications of Mr. 
Daley’s testimony. 
But I want to state this, which I have not had an opportunity to say earlier: 
Iven Mr. Daley, apparently—now, this is very important—even Mr. Daley, who 
had every incentive to attack this registration statement, did not, as a business- 
man, conclude in 1948, when he testified, that this was of any great relevance, or 
he certainly would have mentioned it. 

Now, if he did not see the implications, in his position, I think perhaps I and 
the rest of us may be excused for not seeing it at that time. 

Mr. BeENNeET?. But he did see the implications, did he not——— 

Mr. Loss. In December 1950, when we did. 

Mr. Bennert. In the spring of 1948? a 

Mr. Loss. No, sir. He testified as to the facts. But even though they were a 
filing complaint after complaint, the implications of those facts were not given ¢ 
to us the way they were ultimately given to the court. 

Mr. BENNETT. Well, that may be. 

Mr. Loss. Which means to me that Mr. Daley did not understand those im- 
plications himself, as a businessman with every legitimate reason to understand 3 
them. And soI did not either, and neither did the rest of us. : 

Mr. Bennett. Did he not testify that the profit was $300,000? 

Mr. Lunp. Plus a million and a half adjustments. ‘ 

Mr. Loss. However you look at it, there was still a substantial discrepancy. q 
But he did not say anywhere—and this is not a quibble, Mr. Bennet—he did 
not say anywhere that that footnote was misleading, which indicates to my mind, 
sir, as a lawyer and as somebody who is trying to get at the truth here, as you 
are—because I certainly have and the Commission certainly has nothing to hide 
here, except maybe some errors, and we don’t want to hide those either—it 
indicates to me that Mr. Daley probably analyzed the situation as we did. 

Now, bear in mind: When this statement was filed, with earnings through 
November, so far as appeared, the company made $9 million in October and 
November. 

Now, when the amendment came in, indicating by subtraction a profit of $4 
million in December, it did not seem out of line to our people; $9 million in 
October and November, which has never been challenged, and $4 million in 
December. That did not seem out of line. 

Bear in mind also that sales kept up in these months, and bear in mind also 
that a certified public accountant of reputation gave us these figures, and that 
we have not the manpower or the staff or the time or the budget to make a 
complete independent audit of every financial statement. 

And bearing in mind all those things, you can perhaps see why we were under 
the impression, as our people think they were, that these figures netted out. 

Mr. BENNETT. Iam sorry. I cannot see it. 

1 do not know whether you are an accountant or not. 

Mr. Loss. I am certainly not, sir. I have trouble counting beyond a hundred. 

Mr. Bennett. I am not, either. But I have yet to hear from any witness an ‘ 
explanation of where the inference could be drawn that these adjustments re- a 
ferred to in footnote 4 offset one another. ; 

Mr. Loss. It can’t be drawn from that footnote. 

Mr. Bennett. Of course not. But that is the inference that was drawn. 

Mr. Loss. No, sir. If I may say so, I think your question, which you have 
repeated several times, is a sort of reverse question. Our people have testified, 
or tried to, as I understand them, not that they got the inference from the foot- 
note that these adjustments balanced out, but that they cleared the footnote 
because they had that impression otherwise. In other words, the footnote fol- 
lowed the inference and not vice versa.” 


Mr. Loss was questioned about the Commission’s power to proceed 
against Kaiser-Frazer, its accountants, Touche, Niven, Bailey & Smart, 
and the underwriters, Otis & Co. et al., should the Commission’s in- 
vestigation show that anyone or all parties misled the Commission 
in this registration statement. The following colloquy took place: 


Mr. BenNErT. What you are saying, if I understand you correctly, is that there 
is nothing the Commission can do in this matter insofar as Kaiser-Frazer is 
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concerned, even though you say, now, that you have known since 1950, almost 
2 years, that a misleading registration statement was filed. Now, is that the way 
you want to leave this? 

Mr. Loss. Congressman, unfortunately that is frequently the case. We run 
across violations that we cannot do anything about. 

Mr. Bennett. Is that the case here? 

Mr. Loss. I think that is probably the case, except that. we certainly have 
authority to investigate. Whether we have authority thereafter to write a re- 
port under the Securities Act making findings against Kaiser-Frazer, I have 
substantial doubt about. I would have to worry about that legally for a good 
while. 

Frequently, Congressman, we run across violations which are not important 
enough to prosecute criminally, or maybe the statute of limitations has run for 
criminal prosecution. We do not discover them in time to get an injunction, and 
the violator is not registered with us, so there is registration we can revoke. And 
I am afraid this is one of those cases, so far as Kaiser-Frazer is concerned, at 
this date. Unfortunately, we did not discover it in time. 

Mr. Bennett. That is unfortunate. 

Mr. Loss. It is; most unfortunate. 

Mr. Bennett. If you are accurate in the inference you are leaving here, 
then certainly Congress ought to do something about this situation. 

But what you are saying, it seems to me, boils down to this: You have the 
power to proceed against Otis & Co., and I think properly so, to revoke their 
license as a securities dealer if they violated the law in any way. You have the 
authority to proceed against the certified public accountants. 

Mr. Loss. If they were guilty of unethical conduct. 

Mr. BenNetrT. If they were guilty of unethical conduct. 

Mr. Loss. And likewise the lawyers. 

Mr. Bennett. Likewise the lawyers. 

sut you have not, according to you, a single solitary bit of authority to do a 
thing about the company whose securities were being soid, and who filed a false 
and misleading statement. 

That is a ridiculous and lamentable situation, it seems to me. 

Mr. Loss. Congressman, I am afraid that is very much the case. Whether it is 
ridiculous or lamentable, I don’t know. 

But certainly under the present legislation I have grave doubt whether there 
is anything we can do with respect to Kaiser-Frazer, except maybe look into the 
facts and perhaps come out with proceedings against the lawyers and the 
accountants. 

Mr. Bennett. Well, speaking just as an individual staff member of the Com- 
mission, is there anything you would like to do, anything you think ought to be 
done? If you had the right to do something in this case? 

Mr. Loss. You mean how the law should be amended? I am not at all sure 
it should be, in this connection. The Congress and all legislatures have very 
wisely imposed statutes of limitations in the public interest. That whole phil- 
osophy indicates that there should not be stale prosecutions. I do not know 
that it is necessarily in the public interest that dead things be raked over. I am 
not saying it is not, either. It is not my function. 

Under the present statute, however, our functions are limited.” 

ae a a oo te - * 

Mr. Heiter. May I ask Mr. Bane, who I see is present : 

Mr. Bane, I know that you are an attorney. You have had a great deal of 
experience in this work. Do you think the Commission has any authority under 
the statute to proceed against Kaiser-Frazer? 

Mr. BANE. I don’t see any question as to its authority. The Commission, I 
think, under the statute, could proceed if it felt it desirable or if it felt it 
advisable to a section 8 proceeding. 

Mr. Hetier. Stop order? 

Mr. Bane. An 8 (e), an investigatory proceeding looking to whether a stop 
order should issue, and it could proceed, in my judgment, under 8 (d). The 
registration statement has never been withdrawn. It is still there. 

Mr. HEeELuierR. In other words, you disagree with Mr. Loss? 

Mr. Bane. I disagree with Mr. Loss from the legal standpoint, but not from 
the standpoint of the advisability of what is probably the best thing to do. 
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Mr. Loss. Let me say, Mr. Chairman, I don’t necessarily disagree with Mr. 
Bane. I don’t say we have no authority. I say I have grave doubt as to the 
authority. And since I agree with him wholeheartedly on policy grounds, I 
have never found it desirable to resolve that grave doubt on a legal basis. I 
don’t think there is any disagreement between Mr. Bane and me on this 
proceeding. 

Mr. Hetier. Do you not think, Mr. Loss, that the Securities and Exchange 
Commission owes a duty to the public for a full disclosure of the situation which 
came about by reason of that Kaiser-Frazer third issue, in view of all that has 
transpired, and particularly in view of that circuit court of appeals decision? 

Mr. Loss. I will answer that “Yes,” Congressman, within our legal authority, 
which I would have to check very carefully, I think we ought to do everything 
we possibly can legally to bring the facts out, as Mr. Cook indicated last week. 
And Mr. Woodside has something I think he might want to say as to the present 
status of the Commission’s plans in that regard. 

But your specific question before was whether we had legal authority to issue 
a stop order, and I expressed grave doubts as to that, and I certainly think that 
it is not in the public interest as a matter of policy to do that.” 


Mr. Loss was asked why the Commission had not attempted to find 
out for its own satisfaction what the facts were regarding the regis- 
tration statement after learning of Werntz’s deposition in late 1950. 
The following discussion took place: 


Mr. BENNErtT. The thing that is puzzling to me and I think must be puzzling 
to others is that this case having become, at least by late 1950, a very contro- 
versial matter with respect to the accuracy and validity of this statement, in 
respect to these adjustments for December 1947, that you people did not become 
more curious as to what the actual facts were and attempt to make a finding 
for your own satisfaction just what was the case here. 

Mr. Loss. Let me point this out as a matter of simple chronology. When the 
Werntz deposition was taken, we were given to understand—what was the fact— 
that the trial before Judge Clancy was going to come on very soon. The Werntz 
deposition was taken in the middle of October 1950, and the trial started in 
March 1951. 

We were also aware that this very footnote was going to be one of the principal 
defenses in the trial. The registration statement as such, even if we were im- 
posed upon, was dead. I am sure that one of the reasons we marked time was 
to see what the court would do. The court tried the case from March until 
May. Judge Clancy’s decision came down in July and Judge Clancy said this 
wasn’t material. 

Then an appeal was taken and the appeal was decided a few months ago. 
Ever since the appeal we have been giving a good deal of attention to this 
question. So I do not think there was any lapse in there, except while we were 
waiting to see what a United States court would do with this question.” 

* * * * * * cd 

Mr. Hetter. In other words, you did not want to do anything while this liti- 
gation was going on; is that correct? 

Mr. Loss. I don’t know that that was the entire answer, but that is a good 
part of the explanation for our not having done anything after the Werntz 
deposition.” 


Mr. Loss was asked why the Commission has prosecuted Otis & 


Co. and has not taken action against Kaiser-Frazer. He gave the 
following reply : 


Mr. Herter. * * * Can you please tell this subcommittee why Otis & Co. 
was so vigorously prosecuted over the years and Kaiser-Frazer was just let 
alone? 

Mr. Loss. Otis & Co. was prosecuted administratively because the Commission 
thought there was basis for charging that Otis & Co. was guilty of fraud and 
other violations in connection with this abortive underwriting. Otis & Co. at 
various times asked the Commission to stay its hand while the suit was being 


%3 Transcript, pp. 3015-3016. 
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tried in New York and we refused, and I think quite properly, on the ground 
that the Government cannot stay its disciplinary functions because private liti- 
gation is pending. : 

If at the same time we had been aware of any misstatements in the Kaiser- 
Frazer registration statement, I think we should have and most likely would 
have taken the same position—that we should take whatever action was in the 
public interest, regardless of any private litigation that might be pending. The 
fact is, however, that, when we first learned of the implications of the footnote 
in late 1950, the statement was already 244 years old and there was serious 
question in our minds then, as there is now, whether it would be proper to 
institute a stop-order proceeding as a matter of law and certainly as a matter 
of public policy. 

So the case stands on quite a different footing from the case against Otis & Co., 
where I have not the slightest doubt as to our power and our obligation to 
proceed as we have tried to proceed.” 

* * * * * * * 


The subcommittee questioned Mr. Loss about the impressions the 
Commission had repeatedly been giving to Members of Congress that 
there was nothing wrong with the registration statement. 


Mr. BenNetr. Following the Werntz deposition we had this letter of October 
9, 1951, that you sent to Congressman McGuire in regard to a request from a 
Member of Congress for some information about this controversial registration 
statement. Again you say two things: First, you do not have the information 
he requests and, second, you repeat again, “We have no basis for investigation 
in the case of Kaiser-Frazer Corp.” 

Mr. Loss. All I can do, sir, is repeat that as of that time we certainly were 
influenced very largely, as I think we properly should have been, by the findings 
of the United States court on this identical question.” ” 

* * . ” < * * 


Mr. BENNETT. Do you not agree the things we are talking about here now, 
whether justifiably so or not, that you were giving to Members of Congress, any 
time this subject was brought up, the impression that there was nothing wrong 
about the Kaiser-Frazier registration statement? 

Mr. Loss. When I testified before the Celler subcommittee I most definitely 
tried to give that impression because it was the impression we all had at the 
Commission at that time. When the letter was written to Congressman McGuire 
on October 9, 1951, the question had been litigated to a conclusion before Judge 
Clancy. I think that explains the language of the letter so far as investigatory 
power is concerned. 

I think it would have been more felicitous if we had said in the letter that there 
was no public interest in making an investigation, instead of talking about a lack 
of power. But I now have the benefit of hindsight based on the reversal of 
Judge Clancy. 

Mr. BeNNetTr. Judge Clancy’s decision should have had no bearing on whether 
the Commission should or should not investigate this registration statement. 

Mr. Loss. I think it should have had a very large bearing on that question. 
When a question has been decided by a United States court, I think a Govern- 
ment agency might well be criticized for ignoring that court decision, assum- 
ing it is directly in point. I have said before, and I would like to repeat, that 
to say we would not have been satisfied with this disclosure had we known the 
facts when the statement became effective is not to say that automatically we 
should institute a proceeding 2 or 3 years later when we learned the statement was 
misleading. We sometimes asked for a lot of things in advance in order to 
have the most perfect disclosure possible. But it does not follow, if we learn 6 
months or a year or 2 years later that the statement was not prepared the way 
we would have liked to have seen it ideally, that we will start a proceeding. 
As a matter of fact, it is not unknown for us to make suggestions for amend- 
ment in deficiency letters and then to have some of those suggestions ignored 
and not to start a proceeding. They have to have rather material suggestions 
for us to start a proceeding. If I am wrong as to that, I would like my col- 
leagues from the Division of Corporation Finance to correct me. 
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Mr. BENNETT. What appears from the facts as we have them is that you saw 
no reason for making an investigation or trying to get the actual facts until it 
became too late to be material in your opinion, whether you had the facts or 
whether you did not? 

Mr. Loss. We saw no reason for investigation really until the circuit court 
reversed Judge Clancy. Since then we have been devoting a great deal of time 
and gray matter, such as we possess, to that question. Prior to the court of 
appeals decision, the United States court had held that this misstatement was 
not material. 

Mr. Bennetr. Even though you yourself were satisfied in 1950 after you read 
the Werntz deposition that the registration statement was misleading? 

Mr. Loss. I think it was, as I have said before, and I think that if we had had 
the facts we would have insisted on more detailed and different disclosure. 
I do not mean for a moment to suggest that I agree with the court of appeals that 
the misstatement in context was sufficiently material to have invalidated the con- 
tract. Nor do I necessarily think that the misstatement was sufficiently material 
in context to have justified—or certainly it was not so material as to have 
required a formal proceeding several years after the statement became 
effective.” 

* a ok ck s of * 


Mr. Loss. * * * So far as we still know, there is nothing wrong with the 
registration statement, except for this footnote. That is, the Otis people made 
2 number of complaints to us with reference to this registration statement, and 
even today we are satisfied there is nothing to any of those complaints. They 
never complained about this one thing which did turn out to be misleading.” 


Mr. Loss was questioned as to the reason why the Commission took 
no action after being informed about the Werntz deposition, and 
whether the Commission considered the possibility of a criminal 
prosecution in this case. 


Mr. Hetwier. After the Werntz statement came to your attention, as I under- 
stand it, there was not immediately thereafter a reexamination by the Cor- 
poration Finanve Division of the registration statement? 

Mr. Loss. I am afraid, sir, I did not recall now, and I think the people in 
that Division could better answer that question. I do not recall what they did 
at that time, if anything. 

Mr. Heiter. Was there a reexamination? 

Mr. Woopsipe. I understand there was not. 

Mr. Hetier. Do I understand that the reason there was not a reexaminia- 
tion was because of this pending action in the Federal court? 

Mr. Loss. Partly that and partly because I think we had a general feeling 
that, since the statement was 214 years old, even though it were misleading there 
Was no public interest for a stop-order proceeding. That was that. 

Mr. Bennett. The point is the company gets by with a misleading statement 
for 3 years or more and then they are out of the woods. 

Mr. Loss. No, sir. That would not happen except maybe once in a couple 
of thousand cases. If any securities had been sold under the statement, then 
no matter how many years went by I think we could and should and most likely 
would institute a stop-order proceeding as we have done in several cases. They 
are referred to in my letter to Congressman Heller which went into the record. 
This is the only case of its kind that I know of in the history of the Commission.” 

¥ aa * * * + oF 

Mr. Hetiter. How about the situation that the statute of limitations against 
any crime had not yet run? There were still 6 months to go. Would that not 
have been of keen enough interest to keep it alive, to look into it to see if any 
crime had been committed? 

Mr. Loss. Mr. Heller, I expressed the view last Thursday—and it is still my 
view as a lawyer and as someone who has some familiarity with the cases we 
refer to the Department of Justice—that this certainly was not sufficiently ma- 
terial to warrant reference for criminal prosecution. ‘The very fact that Judge 
Clancy in a civil trial did not think it was sufficiently material to invalidate a 


% Transcript, pp. 3046-3048 
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contract indicates to me that the Department of Justice never would have referred 
the case to a grand jury and very likely a grand jury would not have indicted. 
Certainly it is not our policy to refer cases to the Department of Justice for 
criminal prosecution unless they are for the most part patent frauds. This, if 
it was misleading, it was not the kind of a case—any more, in my opinion, than 
even the Otis case—that warranted criminal prosecution.“ 

ae . cs n o a * 


Mr. Hewtter. The record should be clear the Commission never even considered 
that there was any criminal prosecution that could have arisen as a result of 
this case. 

Mr. Loss. I think that is a fair statement.“ 


The subcommittee questioned Mr. Loss concerning the desirability 
of taking action against the registrant for filing a misleading registra- 
tion statement even though no securities have been sold to the public. 


Mr. Bennett. Let’s leave names and companies out of this. Suppose I am an 
underwriter and assume in good faith that I make a deal with an issuing com- 
pany and rely upon the registration statement. 

Then suppose a year goes by, or 2 years go by, and it suddenly dawns on the 
Commission that it was a false and misleading registration statement. I took 
those securities in good faith. Whether I sold them to the public or not is beside 
the point. Do you not think the Commission should give me some assistance in 
a Situation of that kind? 

Mr. Loss. I think it might. That is not this case. There the securities would 
have been sold. Here they were not sold even to the underwriters. Here also the 
fact is that the underwriters knew of this situation just as the issuer did. Itisa 
very important distinction. 

Mr. Bennett. If you had a case where the underwriter did not know—— 

Mr. Loss. That would be quite a different case, and I think I would agree 
with you on that case. I would not treat the underwriter differently from the 
public. But that is not a very realistic case, because the underwriter would 
normally have resold to the publie, so you would have the public in by that time, 
or at least some members of the public. 

Mr. Bennetr. My point was, if he is acting in good faith, he ought to get the 
same protections as the public. 

Mr. Loss. I would be inclined to agree, but here the underwriter was not acting 
in good faith. Secondly, the underwriter never took down the securities. 

Mr. Bennetr. Of course if the underwriter takes the position that the circuit 
court of appeals upheld 

Mr. Loss. The circuit court of appeals stated, although it did not have to make 
a finding on the point, that there was evidence that Otis & Co. knew the facts as 
to December earnings before entering into the contract. The fact is that Mr. 
Daley testified in our investigation in early 1948 that he attended a conference 
at which the earnings for December were discussed in great detail, and that after 
Mr. Edgar Kaiser explained them he was satisfied to go ahead. There cannot be 
the slightest doubt that Otis & Co. knew what was going on. 

I should have said Mr. Kissell was at the conference and related the informa- 
tion to Mr. Daley. Mr. Daley learned it that way. That is the testimony. I 
cannot avoid the conviction in my own mind 

Mr. BeNNettT. You would not go on record as saying the fact the Commission 
did nothing here, even after these facts came to their attention, is due to the fact 
they were convinced if there was any fraud Otis & Co. was just as guilty as 
Kaiser-Frazer, would you? 

Mr. Loss. We did not come to that question, Mr. Bennett. The reason we 
withheld doing anything I have explained. Of course it might well be that both 
could be guilty. One's fraud would not necessarily cancel out the other’s. You 
could well have a case in which you want to prosecute both sides for one reason 
or another. I do not think anything we may have done or may not have done 
—_— Kaiser-Frazer affects in the least anything we may have done against 

tis & Co. 

Mr. Bennett. That is what is amazing to me because even though the Com- 
mission came to the conclusion that Otis & Co. were guilty of wrongdoing—— 

Mr. Loss. The Commission has never come to that conclusion. 


“ Transcript, pp. 3054-3055. 
“Transcript, p. 3056. 
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Mr. Bennett. Even if they did, and maybe they would have been justified, but 
I do not know, I cannot see’ why collusion between an underwriter and an 
issuer should relieve the Commission of its responsibility to try to see to it that 
it is not hoodwinked in the filing of these statements. 

Mr. Loss. I do not think it should. I never meant to imply it should. That 
was not the reason the Commission did not do anything. 

The reason was partly the pendency of the suit before Judge Clancy and partly 
the age of the registration statement. 

I said nothing about the good or bad faith of the underwriter, except that it 
was a fact that the underwriter knew. I think I thoroughly agree with you 
that, if any securities had gone out into either the underwriter’s hands or the 
public’s hands and we then had discovered a misstatement belatedly, we should 
have done something about it. Iam not even positive we should not do something 
now, as I stated in my letter to Mr. Heller. I would like to reserve that ques- 
tion until we conelude whatever investigation we may make if we decide to 
make one. That question is under advisement by the Commission now. 

I did say and say now that I have grave doubt as to the propriety of a stop- 
order proceedings. I have no doubt as to the power of the Commission to con- 
duct an investigation.” 


Edward T. McCormick 

Mr. McCormick, former Commissioner and Assistant Director of 
the Division of Corporation Finance of the Securities and Exchange 
Commission, appeared before the subcommittee at the request of the 
Commission to help clarify some of the issues which had arisen with 
respect to the Kaiser-Frazer issue. McCormick was directly in charge 
of the processing of Kaiser-Frazer’s registration statement. 

With respect to significance of the December 1947 earnings of 
Kaiser-Frazer and his understanding of this month’s earnings, McCor- 
mick made the following statement: 


Mr. McCormick. * * * inany analysis of financial statements—and I happen 
to be a certified public accountant—lI attach tremendous significance to the trend 
of profits. 

Now, if, in fact, the total impression given by the summary of earnings and 
the footnote is that for the month of December the profits were $444 million when, 
in fact, they were a half million dollars, I think any reader would be misled in 
a material respect.“ 

Mr. McCormick. * * * there wasn’t any doubt until right through the time 
it became effective, I was under the impression that that $4,000,000 was the profit 
for December (1947) * * * I don’t remember the actual processing (of the 
registration statement), but I have implicit faith in the ability of the men that 
handled the registration statement, and I am confident that any of those who read 
the footnote would have inquired as to whether or not the adjustments were 
material enough to change the end figure of $4 million. Now, I cannot say for a 
fact that I asked any staff member “Did you ask so and so whether that was 
true?” I just have to go on the basis of 17 years’ experience with the staff; that 
they must have asked the question before it came to me.* 

* cS x * * : * * 


Mr. McCormick. * * * the problem (referring to the year-end adjustment) 
was so obvious that while I cannot say, as a matter of fact, that we discussed the 
net effect of the adjustments, it is such an obvious point and I have such con- 
fidence in the ability of the staff that I am confident that they raised the question 
and were assured, at least to their own satisfaction, that the ultimate figure of 
$4 million would not be materially affected either way by the adjustment.” 

* * x * oF a + 


Mr. McCormick. * * * the receipt of the summary of earnings, including 
the footnote 4, should not have been accepted without question * * * to me, 
it is unbelievable that this summary of earnings would have been accepted by 


*® Transcript, pp. 3056-3059. 
“Transcript, p. 3111. 
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any one of the 6 or 7 staff members or myself without asking for an explanation 
of the net effect of the adjustments. 

And we must have been under the impression at the time that the adjust- 
ments were offsetting in character and did not have a significant effect in the 
final figure shown in the summary of earnings. 

Mr. BENNETT. Where would you get that impression? 

Mr. McCormick. Only in the 17 years of experience I have had on the staff, 
a point of this type is so obvious that I just cannot conceive of the fact that a 
staff of 6 or 7 who reviewed this would not have raised the question.“ 

* cd * * * ie * 


Mr. McCormick. I have absolutely no recollection of actually having inquired 
about this matter. 


In summarizing this situation, I would say that unless we were under the 
impression, everyone that handled this case, unless we were under the impres- 
sion, rightly or wrongly, that the net effect was not significant on the dollar 


figure, the statement would never have cleared without stating the amounts 
involved in the footnote.* 


William R. Daley 


Mr. Daley, president of Otis & Co., the principal underwriter in 
the third stock offering of the Kaiser-Frazer Corp., told the subcom- 
mittee that Otis decided to undertake this offering of stock in De- 
cember 1947 only after being assured that Kaiser- Frazer had “defi- 
nitely turned the corner,’ ’ that the company had reached “an estab- 
lished earnings basis and that the large earnings it was currently 
enjoying would continue to improve.” ” 

After the contract was signed and the offering was made, Daley 
stated, Otis obtained information which indicated that Kaiser-Frazer 
had misrepresented the facts to the underwriters and to the public 
in the registration statement. Otis did not know, he continued, other 
than in a general way, what was wrong with the affairs of Kaiser- 
Frazer, but it was convinced that the truth had not been told, “that 
to sell the stock would be a fraud on the public.” Otis, therefore, 
terminated the contract. 

Daley charged that “the SEC has engaged in the most unremitting 
Ee secution of Otis & Co. and has ignored t the wrongdoings of Kaiser- 

razer Corp. Otis supplied the Commission with clear evidence that 
something was wrong with the registration statement and urged that 
an investigation was required. Later, the Commission was aware of 
specific proof offered in court of the precise respects in which the 
registration statement was false and misleading but it has never 
moved against Kaiser-Frazer.” ™ 

Daley charged that the Commission conducted its investigation 
into the failure of the Kaiser-Frazer stock offering in a manner that 
was partial to Kaiser-Frazer. He said: 

When a witness came on the stand who was not hostile to Otis or who gave an 
account which sustained Otis’ position, he was vigorously cross-examined by 
Commission counsel. By the manner of examination Commission counsel made 
it perfectly apparent that the Commission was out to show that Kaiser-Frazer 
was blameless and that the testimony of Otis’ witnesses or those favorable to 
Otis’ account of matters was to be regarded as incredible. The Commission 
was in fact conducting an adversary proceeding against Otis and not an im- 
partial investigation, but unlike the case of a true adversary proceeding, Otis 
had no means to defend itself, no right to cross-examine, no right to bring wit- 
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nesses, no right to correct the false and misleading testimony that was being 
brought forth by the Kaiser officials and by the Commission and its own staff. 

*. 1%, 9° Bho Commission | had taken the position of proseeutor against Otis 
in its own forum * * **® 

tis could not, he said, get the Commission to investigate the falsity 

of the registration statement. The Commission issued publicity 
which was damaging to the reputation of Otis, and announced pub- 
licly that it believed Otis guilty of fraud. The Commission began 
proceedings to revoke Otis’ license to do business. 

Daley charged that— 
the Commission is hopelessly biased against Otis & Co. Neither Otis, the public, 
nor the Congress can have any confidence that a decision arrived at by the Com- 
mission with respect to any matter involving it [Otis] is the. result of fair and 
impartial consideration, rather than hostility and prejudice.” 
The Commission, he said, “resisted with all the force at its command 
any suggestion that it investigate the registration statement.” ™ 


Daley cited numerous instances where Otis requested the Commis- 
sion to investigate deficiencies in the Kaiser-Frazer registration state- 
ment. 

On April 10, 1948, Otis filed with the Commission a document en- 
titled “Motion of Otis & Co. To Enlarge Subjects of Investigation.” 
This document. consisted of various allegations with respect to the 
adequacy of the Kaiser-Frazer registration statement. Otis re- 
quested the Commission to broaden its order for a public investigation 
to include a complete investigation of all aspects of the proposed 
offering, including an investigation to determine whether the registra- 
tion statement contained false and misleading statements and w hether 
there was a manipulation of the market by Kaiser-Frazer Corp. 

The Commission denied Otis’ motion on the ground that its order 
for a public hearing was broad enough to include an investigation of 
the registration statement.*® 

During the months of April and May 1948, when hearings were be- 
ing held, Otis & Co. supplied the Commission with information and 
data alleging that the Kaiser-Frazer registration statement was false 
and misleading. These information and data were summarized in a 
memorandum to the Commission dated June 1, 1948, by Milton V. Free- 
man, of Arnold, Fortas & Porter, counsel for Otis & Co. 

This memorandum stated, among other things, the following: 

Material changes in financial condition oecurred between the date of: the 
financial statements filed with the registration statement and the date of offering. 
Since the date of the offering, the company, in its annual report * * * has 
published the financial statements of December 31 (1947). The change between 
the figures as of November 30 and December 31 is startling. Cash and Govern- 
ments are down $8,600,000; accounts receivable are down $2,600,000; accounts 
payable are up $7,300,000; and inventories are up $11,000,000. These are not 
minor or normal changes. They must have been known to the company at the 
time the registration statement became effective. The company must have known 


® Daley's statement, pp. 9, 11. 

= Daley's statement, p. 12. 

5 Daley's statement, p. 138. 

% \ memorandum for the files, dated April 21, 1948, signed by Edward T. McCormick, 
Assistant Director, Division of Corporation Finance, discloses that on April 15, 1948, 
the Commission reviewed with the staff Otis’ motion of April 10, 1948, and studied ali 
known facts bearing on the possible existence of material omission or misstatements in 
the re istration statement and “again it determined that no sec. 8 proceedings were war, 
ranted.”” P. 5 of this 9- page memorandum contains the following statement: ‘* 

In addition, during December 1947, the company made an additional profit of $4,000,000." 
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the serious changes in its policy which were reflected in this substantial change in 
its condition and should have been reflected in the registration statement. For 
these figures at least indicate very strongly that the backing up of cars had made 
itself felt even at the company level by an $11,000,000 increase in inventories. 

Daley stated that no action was taken on this memorandum.” 

On July 8, 1948, Otis & Co. moved the Commission to reconsider its 
refusal to investigate the registration statement and manipulation of 
the market. The motion complained that the Commission hosld make 
an investigation, but, that the Commission had refused to investigate ; 
that it had demanded that Otis produce evidence. The motion offered 
to prove that the registration statement was false and misleading and 
asked for (@) subpenas including subpenas to the accountants Bailey, 
Hamman, and Werntz, and (6) for subpenas for the books and records 
ineluding statements of all income and expenditures from October 
1947 to February 1948. This motion, Daley said, was never acted on 
by the Commission. 

On January 3, 1950, Otis & Co. filed with the Commission a “Peti- 
tion for stop order” urging that the Commission begin stop-order pro- 
ceedings against Kaiser-Frazer. No action was taken on this peti- 
tion, Daley said. Requests of the Commission to disqualify itself 
because of prejudgment on this issue were denied by an order and 
opinion dated April 7, 1950, Daley added. 

On May 22, 1950, when the Commission commenced hearings on 
its broker-dealer case against Otis, Otis again tried to bring out facts 
alleging a false and misleading registration statement, but the “Com- 
mission paid no attention to this evidence and ruled out any further 
consideration of the registration statement.” © 

In November 1950, counsel for Otis brought to the attention of the 

Yommission the Werntz deposition and later supplied the Commission 
with copies of Otis’ brief before trial in the New York lawsuit, develop- 
ing fully the deficiencies in the registration statement which Otis in- 
tended to prove, but the Commission, Daley stated, took no action.® 

Daley stated that he thought the reason why the Commission did 
not move was because— 
the Commission has from the beginning committed itself heart and soul to the 


cause of Kaiser-Frazer and against Otis & Co., and that it will not confess error 
unless compelled.” 


Daley said that Otis— 


had no knowledge or even suspicion that the December earnings were other than 
as had been represented in the prospectus. We obtained no knowledge on this 





SA memoranduum to the Commission dated June 17, 1948. signed by McCormick. 
Assistant Director: Broullire, examiner; Shreve. attorney; Kohlhepp, accountant; and 
Behrens. section chief, discloses that the Freeman memorandum was carefully examined 
by the staff. and they concluded as follows: “* * * while it is the conclusion of the 
staff thet the Freeman memorandum does not establish the existence of any material 
deficiencies in the registration statement, we recommend that for the purpose of complet- 
ing the record in the public investigation the appropriate Kaiser-Frazer officials be re- 
called and asked the questions set forth in the attached supplement.” 

With respect to the contention in the Freeman memorandum that the $11,000.000 in- 
crease in inventory in the month of December indicated a backing up of cars at the com- 
pany level, the staff memorandum made the following comment: “The contention that the 
$11,009,000 increase in inventory in the month of December 1947 established that cars 
were ‘backing up’ at the company level is not borne out by the following comparison of 
inventories at November 30 and December 31, 1947 * * *. A cursory analysis shows 
that the significant December increase in inventory totals is not represented by finished 
ears but rather by the approximately $5,000,000 addition to purchased parts and work in 
process and the $4,400,000 rise in inventory in transit (apparently incoming materials).” 

The staff memorandum again states, “In addition, the registration statement showed 
that the company had earned an additional $4,000,000 in the month of December 1947.” 

& Daley's statement, p. 16. 
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point until a year and a half later in about July 1949 when we learned the 
results of an examination of Kaiser-Frazer books by a Detroit firm of accountants 
we had retained especially for that purpose and who made the examination 
pursuant to court order.” 


Daley said that a Mr. Kissell, counsel for Otis, who consulted with 
Kaiser-Frazer officials on the preparation of the registration state- 
ment, had received information in January 1948 that the earnings of 
Kaiser-Frazer for December 1947— 


might be only $300,000 to $500,000, but that Edgar Kaiser had stated that he was 
sure that this was wrong and he was checking into the matter * * * and 
that no attention whatsoever should be paid to those figures that his check 
so far had indicated that the earnings, when finally determined, would be good, 
and that there was no adverse trend in the affairs of the Kaiser-Frazer Corp. and 
that actually they were very favorable.” 


After his check, Kaiser advised that the indicated earnings, “when 
finally determined, would be good, and that there was no adver se trend 
in the affairs of Kaiser-Fraser Corp. and that actually they were very 
favorable.” Daley added: 


* * * JT had confidence in the Kaiser-Frazer officials and their account- 
ants and I had also been informed by Mr. Kissell that the Kaiser-Frazer ac- 
countant, Mr. Werntz, had cleared the matter with the SEC. I had no doubt 
whatever that the $4,000,000 figure properly represented December earnings in 
accordance with accepted accounting procedures.” 


Daley stated that he had read footnote 4 on page 7 of the prospectus 
and noted that there were adjustments included in the last-quarter 
figures. He said: 

* * * ‘The indication was that there were reserves provided for which 
would reduce the figure and inventory increases which would increase the figure; 
I more or less assumed that the adjustments would not significantly affect the 
figure but at the time I did not regard this as a matter of consequence. The thing 
that was important to me was that $4,000,000 for December was indicated and 
that I had every reason to believe that this figure in fact represented December 
earnings.™ 


Daley said that Otis had no accountants of its own checking on the 
work of the ¢ ompany’s accountants, and that it was not customary for 
underwriters to retain their own accountants when the registrant has 
a recognized firm of certified public accountants working for them. 
Daley stated that in Otis’ numerous complaints to the Commission 
alleging a false and misleading registration statement, Otis made no 
reference to the December earnings being misleading because 


* * * we did not know, or even suspect, that the December earnings as 
they appeared in the prospectus had been inflated.” 


Milton V. Freeman 


The subcommittee questioned Mr. Milton V. Freeman, counsel for 
Otis, as to the Commission’s power and the desirability of issuing a 
stop order in this case. There is no question, he said, about the Com- 
mission’s power to commence a stop-order proceeding at any time, and 
he indicated, it would be in the public interest for the Commission 
to initiate stop-order proceedings even at this late date. 
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Excerpts from Freeman’s testimony on July 2, 1952, follow: 


Mr. Heuer. Mr. Freeman, may I ask you a question? 

What are your views as to the power of the Commission to issue a stop order 
in this case in view of the recent decision by the circuit court of appeals? 

Mr. FREEMAN. Insofar as the power of the Commission goes, it seems to me 
there is no question at all about it. The Commission has power to commence 
stop-order proceedings if at any time it appears that the registration statement 
is in any respect false or misleading ; that power is unlimited. 

The Commission has always claimed that there is no limitation as to the time 
when stop-order proceedings may be commenced. They have been sustained 
in that, as I am sure this committee must know, in the Oklahoma-Texas Trust 
case in the Tenth Circuit and in the Resources Corporation International case in 
the Court of Appeals for the District of Columbia right here. 

It seems to me that the only question that may at all be raised is that, 
assuming that the Commission does have the power, whether the lapse of time 
would render it inadvisable to have a stop order. That has, so far as I know, 
never been considered by the Commission, but it seems to me that the opinions 
of the Commission itself in the past have indicated purposes of having a stop- 
order proceeding in cases where none of the shares of the issue had been sold 
to the public, which would apply equally here. 

They have said that one of the purposes is to advise members of the public 
who may be trading in securities that are outstanding as to what the facts are 
so they shall not reply on a false statement, even in the case where the state- 
ment has been withdrawn, which is not even this case. Second, they say this 
is a warning to the public, not only to investors, as to the kinds of statements 
that have been made so they may be guided in their dealings. 

Mr. Hetier. In other words, the position you take is that it would have 
a salutary effect upon the public itself? 

Mr. FREEMAN. Yes, for two reasons. I am talking not only about the public 
that buys and sells Kaiser-Frazer securities every day on the New York Curb Ex- 
change, but also the Government of the United States through the RFC and 
througk various defense agencies has regular contact with Kaiser-Frazer Corp. 
To date I assume they have been accepting financial statements of Kaiser- 
Frazer Corp. as subject to reliance. 

The fact there is a court of appeals decision in a private litigation does not 
have the same effect as a public pronouncement by a Government agency that 
we have investigated the matter of this statement which has been filed with us, 
which is part of our files (and as the Commission always emphasized in cases 
concerning financial information) and is available to the public and find that 
it was a false statement. 

Mr. HELLER. Does not the decision in the circuit court of appeals give exactly 
that notice to the public? 

Mr. FREEMAN. I do not believe so. I myself have heard accounts, the source 
of which I do not know, that that decision was something that merely dealt with 
a technical matter about a footnote and was not a substantial error. It is true 
that people who read the decision will know that is not true and will realize 
how important it is. There is not now the public knowledge of the facts that 
would come from a Commission decision and the consequent public notice that 
the Government agency has taken this position. 

In addition, I would like to point out something else. The covrt of appeals 
in that case dealt with only one thing that was wrong with che registration 
statement. It did not deal with a number of other things that were wrong with 
the registration statement. And, in my opinion, the lower court ruling by Judge 
Clancy contains some language which is very dangerous to the future admin- 
istration of the Securities Act. The Commission has never publicly disagreed 
with that language. Now, of course, Judge Clancy’s opinion on that point is 
erased from the record by the reversal, but Judge Clancy said this in substance: 
“Tt is true that Kaiser-Frazer was manufacturing these luxury cars, which were 
the old ears, with a little trim and charging a lot more money for them; that 
those were the major profitable items; that that was what they were making 
their money on, and they knew before this registration became effective that 
source of business had been substantially curtailed and practically disappeared.” 

But he held that fact does not have to be revealed in the registration statement, 
and Kaiser-Frazer was perfectly right in concealing that fact because they 
believed that they could make up those earnings by selling more low-priced cars 
at a lower profit. That, to my mind, is exactly contrary to the Securities Act 





80 STUDY OF THE SECURITIES AND EXCHANGE COMMISSION 


requirement that you must disclose the facts. It seems to me the Commission 
can perform a great service for the administration of its own statutes by saying 
to the public, “We note what Judge Clancy has said in that opinion which has 
been reversed and to which we were not a party, and we want to express our 
disagreement.” And by declaring that if the facts are as they are stipulated to 
be, Kaiser-Frazer was under a duty to say “This profitable item, which is the 
source of all these earnings which are shown here, has disappeared.” That is 
of vital importance to the investigating public. 

Mr. HELLER. In other words, you want the Commission to side publicly with 
the circuit court of appeals? 

Mr. FREEMAN. No; to take issue on things which the circuit court of appeals 
has not passed on, to have a proceeding which will look into this whole registra- 
tion statement. 

The court of appeals was just deciding a lawsuit between two parties. When 
they found this important false statement that was enough for them, and that 
disposed of the case. There are a number of other false statements in there 
which are important that the Commission should investigate, and if they are 
false, as I believe they are, they should tag them as false and let the public know. 
The rules which the Commission applies require full disclosure. 

Mr. Heiter. Have you called these other false statements to the attention of 
the Commission? 

Mr. FREEMAN. Yes, sir. Otis & Co. has, and I have personally. Not only that, 
this was an aspect of the case which also was discovered at the time accountants 
obtained access to the books and records. There are other false statements 
which we called to their attention that are related, that is, the backing up of 
cars. Kaiser-Frazer said, “We are going to use this money to increase production 
from 1,000 cars a day to 1,500 cars a day.” 

We were able to have a pretty good idea in early 1948 that was not so: that 
they could not even sell the thousand cars a day they were manufacturing. 
That information was called to the Commission’s attention in 1948. They have 
never acted on that. The matter of the high-priced cars was specifically covered 
in our brief in the district court. The Commission was supplied with copies of 
that brief and all of our briefs, and they were present when testimony was taken. 
They had observers present. 

Mr. Heiter. Mr. Freeman, I think yon and I agree that for all practical pur- 
poses this registration statement is dead; is that correct? 

Mr. FREEMAN. I will not agree with that, Mr. Chairman. I will agree that 
no securities can be sold under the registration statement. 

Mr. Heiter. Why will you not agree it is dead? 

Mr. Freeman. Because of the fact that it has continuing effect with respect to 
people who are buying and selling the securities in reliance on Kaiser-Frazer’s 
statements, that it is having continuing effect with regard to Kaiser-Frazer and 
RFC and defense agencies, and it is having continuing effect because of what TI 
think is some bad law which has been put on the books in Judge Clancy’s opinion 
and which is erased but nevertheless has not in any way been challenged by the 
Commission. 

Mr. Heiter. How does it have continuing effect with regard to these agencies 
you just named? 

Mr. FreeMAN. Mr. Daley has been watching these statements by Kaiser-Frazer 
more closely than Ihave. Kaiser-Frazer has been continuing to make statements 
about its financial condition in the public and in the press. Some of those state- 
ments, we have reason to believe, are something less than accurate. Yet Kaiser- 
Frazer can say today that no Government agency has ever challenged any finan- 
cial statement of the Kaiser-Frazer Corp. 

Mr. Hetier. Do you not think their financial statements will be carefully 
scrutinized in the future, in view of the circuit court of appeals decision? 

Mr. Freeman. I wish I could believe that. The Government has taken no posi- 
tion on this. The Government agency charged with examining registration 
statements, so far as I know, has never said a single thing against this state- 
ment. All the public statements I have seen are that there is absolutely nothing 
wrong with their registration statement: that thev have checked it and double 
checked it and itis all right. They have not stated that since the court of appeals 
decision, but they have said it up to that time. 

It seems to me that the Commission is under an obligation to take some position 
on it and to advise the public, not just whether they agree with the court of 
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appeals but on what the situation is with respect to this registration statement, 
whether it is false and misleading. They should look at it, not from the point of 
view of deciding a controversy between two private litigants but from the point 
of view of the public interest.” 


William W. Werntz 


Mr. William W. Werntz was employed by the Securities and Ex- 
change Commission from June 25, 1935, to April 25, 1947, and was at 
the time of his resignation the Commission’s Chief Accountant. 
Shortly after his resignation he joined the accounting firm of Touche, 
Niven, Bailey & Smart, and is now a partner in that firm. 

The firm, Touche, Niven, Bailey & Smart, was employed by Kaiser- 
Frazer and participated in the preparation of Kaiser- Frazer’s third 
registration statement and certified that company’s annual reports for 
the year 1947 and subsequent years. 

In a deposition dated October 19, 1950, taken by Otis & Co. in con- 
nection with its litigation with Kaiser-Frazer, Werntz testified that 
he appeared at the Securities and Exchange Commission on January 
21, 1948, at the office of Earle C. King, chef accountant of the Com- 
mission, to discuss matters pertaining to another client and, when he 
arrived, there was a telephone call from Frazer, president of Kaiser- 
Frazer, awaiting him. Werntz was directed by Frazer to discuss the 
problem of disclosure of the December 1947 ear nings in the prospectus, 
then on file with the Commission. 

Werntz testified that he and his associates had developed by January 
20, 1948, the fact that, except for various substantial year- end adjust- 
ments and certain unusual transactions in the month of December 1947, 
the tentative difference in the Kaiser-Frazer earnings from operations 
for the 12 menths ended December 31, 1947, and for the 11 months 
ended November 30, 1947, was zero, and that with these adjustments, 
the December 1947 profit would be approximately $4,000,000. With- 
out these adjustments, he asserted, Kaiser-Frazer had substantially no 
profit or some loss for December 1947. 

Werntz further testified that on January 21, 1948, at the Commis- 
sion, he discussed orally the general nature of the various adjustments 
and the approximate amounts involved in the earnings for the month 
of December 1947 with King, chief accountant: McCormick,” then 
Assistant Director, Corporation Finance Division; McClare, then 
assistant chief accountant ; and Behrens, Section Chief. 

Werntz testified that he pointed out to the Commission’s staff that 
the December 1947— 


* * * figures were tentative and that they could not be finalized in time for 


the then schedule of the financing— 
and that he— 


* * * pointed out to them the nature of the major adjustments, that is, 
roughly the amounts and type of each of the several different adjustments.” 
[Emphasis supplied. ] 


®@ Transcript. pp. 3269-3276 

“In a letter to Baldwin B. Bane. Director of the Division of Corporation Finance, dated 
September 28. 1951. Werntz says that his deposition is in error in referring to MeCormick. 

Sn at William W. Werntz, dated October 19, 1950. in Kaiser-Frazer Corp. ¥ 
re Co., U. 8. District Court, Southern District of New York, Civil Action No. 45- 564, 
Pp. ‘ 
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The following exhibit to his deposition summarizes the adjustments 
which, he stated, he discussed orally with the Commission’s staff on 
January 21, 1948. 


EXHIBIT 2—A OF WERNTzZ DEPOSITION 


Effect on 

Item Estimated amount | earnings 
elena | | 

Unusual transactions: | 


1. Fontana Steel $1, 500,000 | Increase. 
2. Advertising 


ae SECs aaa 500,000 | Decrease. 
Year-end adjustments: | 
1. Inventory ! ake sips pda dh clbasiriy ces italics Latin ie orc ------=~|8, 600, 000-4, 500, 000 Increase, 
2. Warranty reserve y é 2 (?) (sie) | Decrease. 
3. Accrued vacation pay Saale ccae dette ete ee Se iT en ae So aon Increase. 


1 Repricing, elimination of shrinkage reserve, and physical overrun. 


Werntz further stated that he had pointed out to the staff the prob- 
lem of presenting figures relating to December operations that were 
not Sneliend that the transactions for December were important and 
significant, that standing alone they were susceptible of misinterpre- 
tation; that the nature of the adjustments were such that they could 
not be allocated to specific months or to specific periods; that they 
discussed “for some little while” whether it would be desirable to 
show data for December separately with a note indicating the make- 
up of the figure, or whether it would be better to combine the cost 
estimates for December with figures for the quarter or year ended as 
a means of most clearly reflecting the situation; and that “it was the 
consensus at that time that the preferable means of showing them 
would be to give an estimate for the 3 months and 12 months ended 
December 31, rather than to show a figure for December alone, but 
that in any case it would be necessary to attach a footnote that would 
‘all attention to the fact that the quarterly figures and the year-end 
figures in the same way carried a very large amount of adjustments 
which were applicable to the period.” ® 

Werntz further testified that each of the adjustments was discussed 
in varying degrees of detail with the several people of the Commis- 
sion’s staff; that they discussed, generally, the mead for a footnote and 
what type of language it would contain; that they did not have a draft 
of the footnote “that was looked at”; that they discussed whether it 
would be desirable to show the amount or approximate amount of each 
adjustment or some combination of those amounts in the footnote or 
whether it would be sufficient simply to say “substantial” or other 
language to that effect ; “and I think the note, as it was finally drafted, 
represented an agreement” of all the people present at this 
conference.” 

On January 27, 1948, Kaiser-Frazer filed an amendment indicated 
on page 7 of the prospectus showing the financial data relating to the 
quarter and year ended December 31, 1947, and footnote 4, which 
reads as follows: 

The tentative information for the quarter and year ended December 31, 1947, 
reflects various substantial year-end adjustments including provision for certain 


reserves and a material increase in inventories to conform to the results of the 
complete physical inventory taken by the corporation as of December 31, 1947. 


® Werntz deposition, pp. 74— 
% Werntz deposition, pp. 76— 
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Werntz stated that, although his firm was consulted and advised 
Kaiser-Frazer on footnote 4, the final responsibility for it rests 
with Kaiser-Frazer, since Touche, Niven, Bailey & Smart did not 
certify the accounts subsequent to June 30, 1947. Werntz stated 
that he thought the footnote as it appeared in the prospectus “pre- 
sented a picture that we were willing not to object to at that time” ™ 
and “we thought as far as we were concerned it was one we could not 
object to or argue with the company about. They thought it was 
satisfactory and we did not feel strongly enough against it to make 
strong representations to them.” ” He ‘added, however, that in the 
hght of hindsight there should have been an explanation as to what 
was meant by “substantial.” From reading this footnote, he said, 
he would have concluded that there was a v ery ‘lar ge amount of adjust- 
ments in December, and without further information he would not 
have been able to come to any conclusion as to what the actual profits 
for December were.™ 

Werntz denied that he had informed the Commission’s staff that the 
adjustments “washed,” but admitted saying that they were “offset- 
ting,” and that to the best of his recollection he gave approximate 


figures on the several transactions.” 

Werntz did not believe that the earnings for the month of December 
1947 were significant in indicating the trend of Kaiser-Frazer’s earn- 
ings. “One month I think is too short a time to judge a trend.” * 

Verntz was questioned as to what interpretation the investing public 
might place on footnote 4. The following colloquy took place: 


Mr. BeNNeEtT. * * * What impression do you believe a disinterested per- 


son would get from reading footnote 4, having no other information than that 
in the prospectus? 

Mr. WERNTz. May I state that this way: that in the first place in the intro- 
duction to the summary it is stated that the information shown for the quarter 
and year ended Deeember 31 is tentative, prepared without audit, on the basis 
of preliminary 1947 closing, and reflects substantial year-end adjustments, in- 
cluding provisions for reserves and material increase in inventory. 

I think the first thing that that would convey to an investor is to approach 
December earnings as computed here with extreme caution. Second, that if 
you make the deductions as has been done, although we tried to keep December 
out of this—the company did—you come up with a figure of $4,000,000, which is 
footnoted to say that this is tentative and is not audited and is subjected to the 
effect of a material increase in inventory. 

Mr. BeNNeTT?T. By “approach with caution,” do you mean that he should have 
gotten the impression that the adjustments referred to in footnote 4, might not 
present an accurate statement of the profits? 

Mr. WERNTz. I think that he should get the idea that the subtraction of these 
two figures, coming to $4,000,000, was not necessarily a determination of the 
amount of December earnings; yes. 

Mr. BENNETT. In other words, you think that footnote 4 should have put the 
public on its guard as to whether or not the various adjustments had any effect 
on December profits. 

Mr. WERNTz. I do, sir. 

Mr. BENNETT. And consequently would you say that it should have put the 
members of the Commission staff on their guard with respect to the effect of these 
adjustments upon December profits? 

Mr. WERNTz. Well, I feel that the conversations I had with them were suf- 
ficient to allow them to appraise the situation; yes, sir. They were not limited 
to footnote 4. 


1 Transcript, 
2 Transcript, 
3 Transcript, 
™ Transcript, 
% Transcript, 
7 Transcript. 
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Mr. BenNETr. You explained the situation to them? 

Mr. WERNTz. I tried to. 

Mr. BENNETT. In other words, you gave the Commission’s staff, with respect 
to these adjustments, more information than you were giving the public in foot- 
note 4; is that a fair statement? 

Mr. WerNTz. Yes, sir; that is my recollection. 

Mr. Bennett. AS a matter of fact, I think you testified that you gave the 
Codmmission staff the actual figures. 

Mr. Werntz. I gave them ranges. I do not think at the time I was there we 
had finalized some of these figures. At least the final information had not gotten 
to New York; as I recall, the inventory adjustment, including the overrun 
and reserves, ran to $3,500,000 to $4,000,000, 

Mr. BeNNetTr?r. Do you think it is fair or proper for the Commission’s staff 
to have more information about a prospectus than is to be given to the public? 

Mr. WEeRNtTz. In many conditions, yes.” 


Depositions of SEC staff 


On January 29, 1951, counsel for Otis took depositions by Earle C. 
King, chief accountant; Martin A. Behrens, section chief, the Division 
of Corporation Finance; and Commissioner Edward T. McCormick. 

King testified that Werntz called at his office on January 21, 1948, 
to discuss matters other than Kaiser-Frazer’s registration statement ; 
that Werntz received a phone call from Mr. Frazer; that after this 
phone call Werntz stated that he had some questions to discuss with 
the Corporation Finance Division regarding the Kaiser-Frazer year- 
end accounting and stated in general what the problem was at that 
time. King stated that his recollections with respect to what they 
talked about on the Kaiser-Frazer case were “very hazy.” King 
denied that Werntz had stated, in effect, that before year-end adjust- 
ments Kaiser-Frazer showed substantially no profits for the month of 
December 1947, but with the year-end adjustments they showed profits 
of about $4,000,000. King also denied that Werntz had discussed the 
substance of note 4 on page 7 of the prospectus. 

Behrens testified that Werntz was in to see him on January 21, 
1948, but that he had no recollection of having discussed with Werntz 
the summary of earnings or the content of note 4 on page 7 of the 
prospectus. 

McCormick, who was an Assistant Director of the Division of Cor- 
poration Finance at the time the registration statement was filed, and 
was in charge of this registration statement, testified that he had no 
recollection of Werntz telling him that before the year-end adjust- 
ments the company showed substantially no profits for December 1947, 
but after adjustments the profits would be approximately $4,000,000. 
McCormick also testified that he had no recollection that Werntz con- 
sulted him in regard to note 4 on page 7 of the prospectus. McCor- 
mick further stated : 


I recall no discussion (with the staff) of footnote 4 and, frankly, I was unaware 
of its existence so far as my memory is concerned until it was brought to my 
attention recently. * * * There isn’t any doubt but what I read every word 
in that prospectus, including footnote 4. * * * Its significance had com- 
pletely escaped my memory. * * * Ihave no recollection of having discussed 
it with anyone.” 


Byron D. Woodside 
Woodside, Associate Director of the Division of Corporation Fi- 
nance, attempted to answer a question frequently raised by the sub- 
7 Transcript. pp. 3220-32338. 


7% Depositions of Earle C. King, Martin A. Behrens, and Edward T. MeCormick, January 
29, 1951, p. 41. 
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committee ; namely, why the analysis made in the Kohlhepp-Behrens 
memorandum of January 17, 1951, was not made sooner (see p. 88). 
Woodside stated that J. F. Reis, vice president and chief fiscal officer 
of Kaiser-Frazer Corp., was asked to explain the increase of $11,000,- 
400 in inventories which occurred during December 1947. . Testifying 
at the SEC public investigation on July 15, 1948, Reis said that the 
increases in inventories reflected increased acquisitions of either parts 
or raw materials. Woodside stated: 


In other words, the tenor of the answer was that the increase in the inventory 
figure was the result of additional purchases of physical goods. There was not 
A suggestion that any portion of that increase was the result of an adjustment. 
Perhaps that question should have been pursued a little more acutely in the 
investigation. But, anyway, there it is. It stands for whatever it is worth 


to you.” 

Chairman Heller inquired whether Woodside thought that Reis 
had given a “full and fair answer” to this question. Woodside re- 
plied, “In the light of what we have since learned, I do not believe it 
was.” Woodside also thought it was not a candid answer.” 


Charles W. Steadman 


Mr. Steadman, counsel for the Kaiser-Frazer Stockholders Protec- 
tive Committee, submitted a statement dealing principally with the 
Commission’s policy regarding the solicitation of proxy material. 
He suggested that the SEC require that the price of stock issues bear 


some reasonable relationship to real values. He also suggested that 
the Commission investigate the Kaiser-Frazer Corp. and its stock 
issues, He stated that there has been entirely too much cooperation 


between present and former employees of the SEC. 
COMMISSION’S REACTION TO THE WERNTZ DEPOSITION 


The Commissioners were questioned about their reaction to the 
Werntz deposition of October 19, 1950, since there was no reference in 


the Commission’s minutes to any discussion having taken place on 
this subject. 


Chairman Cook, testifying before the subcommittee on this subject 
on June 11, 1952, stated : 


I do not know whether I have stated when I had first knowledge of this. I 
have no hesitation in telling the committee that the first time I had knowledge 
of this situation in regard to the December earnings was when I read the opinion 
of the district court." (Sometime after July 2, 1951.) 


Former Chairman Harry A. McDonald stated in a letter to the 
subcommittee dated July 23, 1952: 


I cannot specifically recall learning about Mr. Werntz’ deposition until quite 
recently. I had heard charges, from the very beginning of the SEC’s proceeding 
against Otis & Co., that the prospectus prepared in connection with the third 
Kaiser-Frazer stock offering contained misleading information. I also recall 
that these charges all emanated from Otis & Co. Sometime later, in connection 
with the lawsuit of Kaiser-Frazer v. Otis & Co., I became aware of charges 
concerning the manner in which the year-end inventory adjustments has been 
made. I cannot place the date when I first heard of these latter charges, and I 
cannot specifically recall Commission discussions concerning what action, if 
any, should be taken against Kaiser-Frazer on the basis of such charges. No 


” Transcript, p. 3329. 
© Transcript, p. 3330. 
"Transcript, p. 2137. 
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stock having been sold under the registration statement, and the matter then 
being before the district court, it did not seem to me that a stop-order proceeding 
against Kaiser-Frazer Corp. would be appropriate—certainly not before the 
district court’s decision ; and I cannot recall that any member of the Commission 
or its staff even suggested that a stop-order proceeding be instituted. 


Commissioner Rowen stated in a letter to the subcommittee dated 
August 1, 1952: 


Following receipt of your letter, I checked the minutes of the Commission and 
found there no reference to any such discussion and nothing which served to aid 
my memory on that subject. It is my best memory that there was no such dis- 
cussion and that the substance of Mr. Werntz’ testimony was first brought to my 
attention 2 or 3 months ago following the issuance of the opinion of the circuit 
court in the Kaiser-Frazer vy, Otis litigation. I should point out perhaps that I 
was not present at the Commission table at all times throughout the period in 
which it is conceivable that the substance of the Werntz deposition might have 
been considered. 


Commissioner McEntire, in a letter to the subcommittee dated July 
30, 1952, stated : 


This will acknowledge your letter of July 17, 1952, inquiring as to my recollec- 
tion of when the substance of Mr. Werntz’ deposition given in Kaiser-Frazer 
Corp. v. Otis € Co. came to my attention and the reaction which I had concerning 
it. 

Unfortunately, I cannot fix the exact date, but I do recall that shortly after Mr. 
Werntz had given his deposition, and just before depositions were taken from 
members of the staff of the Commission, the fact that some controversy had 
arisen as the result of Mr. Werntz’ deposition was called to my attention. The 
information which I received at that time was generally to the effect that sub- 
stantial adjustments had been made in some of the earnings figures put into the 
registration statement for the third Kaiser-Frazer offering and that the version 
which Mr. Werntz had given indicated that he had advised the Commission’s 
staff of details, which was contrary to the recollection of the staff members. 

Since the various staff members were being called upon to give depositions for 
use in Federal court, I was particularly careful not to inject myself into the mat- 
ter in any way until after their depositions had been taken. Moreover, since 
the court then was considering the broader question of whether the registration 
statement contained any false and misleading statements, and because the ab- 
sence of any public sales of securities under the registration statement made it 
appear that there was no immediate investor interest, I did not believe that any 
action by the Commission was required, or, indeed, would be appropriate, at that 
time. ° 

While I have no distinct recollection of discussions had among the members of 
the Commission, I am satisfied that, had any difference of opinion existed on 
this matter, I would certainly now recollect it. The only action which seemed 
called for was to continue to follow the course of the litigation, which, of course, 
we have done. The problem of what action, if any, should be taken in light of 
the decision of the court of appeals is, of course, still under consideration. 


Former Commissioner McCormick testified before the subcommittee 
on June 25, 1952, as follows: 


Mr. Hetier. When did you first learn of the Werntz deposition? 

Mr. McCormick. That is hard to say. I can probably assume, Mr. Chairman, 
that he would give a deposition at about the same time I did, or maybe before. 

Mr. Heiter. How did you learn about it? Through Mr. Loss, or through some 
other attorney connected with the Commission? How did you get to have 
knowledge of it? 

Mr. Loss. I believe I testified, as to the Werntz deposition, that counsel for 
Otis & Co. informed me that they would want to take the depositions of Mr. 
McCormick and Mr. Behrens, Mr. Kohlhepp, and perhaps Mr. McClare, and I 
believe I testified that at that point I told Mr. McCormick his deposition would 
be taken and told him the substance of the Werntz deposition. 

Mr. HELLER. But you have no independent recollection at this time—do you, 
Mr. McCormick ?—that that was imparted to you? 
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Mr. McCormick. No; I have not, Mr. Chairman. It is not the sort of thing 
that would particularly concern me. I assume he would give a deposition or 
testify in the case. 

Mr. Hetier. Do you have any recollection that, as a member of the Commis- 
sion, the Werntz deposition was brought to the attention of the Commission, 
including yourself? 

Mr. McCormick. In all probability it was, because, as I understand the 
SEC’s operation, an ex-employee cannot testify without permission of the 
Commission. 

Mr. Bennett. That is, at that time, you were not connected with the Com- 
mission? 

Mr. McCormick. No. 

Mr. Hetier. Now, which is it? Is it that you do not recall whether the 
Werntz deposition was brought to the attention of the Commission, or you do 
recall that it was brought to the attention of the Commission; which is it? 

Mr. McCormick. Undoubtedly we were made aware, Mr. Chairman, of the 
fact that Werntz had given a deposition. I don’t recall it coming specifically 
before us, but it is just natural that we would find out about it 

Mr. Hevier. If it had been brought before the Commission—and I think you 
would agree that it is a matter that should have been called to the attention 
of the entire Commission; is not that correct? 

Mr. McCormick. I would assume so; yes. 

Mr. HELLER (continuing). Would a minute have been made of the proceeding? 

Mr. McCormick. The fact that it was presented? 

Mr. Hetuer.’ Yes ; the fact that it was presented to the Commission. 

Mr. MoCormicx. I am not sure it would. I don’t think they would attach 
the significance of Mr. Werntz with a deposition that would call for a minute. 
It may or may not. There are a lot of things that may happen that would not 
warrant the dignity or importance of a Commission minute. 

Mr. Benwetr. But, Mr. McCormick, were you not aware of the fact that 
in his deposition Mr. Werntz was questioning the integrity of some of the em- 
ployees of the Commission? 

Mr. McCormick. I will have to repeat that I am surprised by the statement 
you just read. I actually have not been aware of the fact that there was this 
direct conflict, and I assure you that I am under the impression that Werntz 
would not question the integrity of the staff. That is at least the impression 
IT am in. 

Mr. Bennett. I am not questioning anybody’s integrity, but there certainly 
is a difference—— 

Mr. McCormick. From what you read, Mr. Congressman, there isn’t any 
doubt of the fact that the honesty of one or the other is at stake.” 





M’GUIRE LETTER 


On July 3, 1951, Congressman McGuire addressed a letter to Chair- 
man McDonald of the SEC, requesting certain data on Kaiser-Frazer’s 


year-end inventory adjustments. Mr. McGuire’s letter reads, in part, 
as follows: 


* * * JT would appreciate it, therefore, if you would advise me whether the 


figures publicly on file with the Commission are the results of substantial read- 
justments either write-ups or write-downs of the inventories as previously carried 
on the company’s books. Specifically, I would like to know what are the amounts 


of the year-end adjustments in inventories of Kaiser-Frazer Corp. for the years 
1947 through 1950. 


In his reply, dated August 1, 1951, Chairman McDonald stated, in 
part, as follows: 


* * * Our examining staff, composed of lawyers, accountants (many of 


whom are CPA’s) and other experts, examines critically all material required 
to be filed with the Commission pursuant to its rules. They made such an exami- 
nation of the company’s filings and found no basis for questioning the adequacy 
or accuracy of the financial statements included in the reports. * * * 


© Transcript, pp. 3146-8149, 
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I regret that I am unable to provide the extent, if any, of the adjustments to- 
which you refer, but an immediate attempt will be made to secure the data yow 
desire. You shall accordingly be advised in this matter upon receipt of the 
information. 


On October 9, 1951, Chairman McDonald wrote the following letter 
to Congressman McGuire: 


SECURITIES AND EXCHANGE COMMISSION, 
Washington, D. C., October 9, 1951. 
Re Kaiser-Frazer Corp. 
Tion. Joun A. McGuiRe, 
House of Representatives, Washington, D. C. 

My Dear Mr. McGutre: This is with reference to the offer contained in my 
letter of August 1, 1951, to make an attempt to secure information as to the 
amounts of year-end inventory adjustments by Kaiser-Frazer Corp. for the years: 
1947 through 1950. 

I regret now to inform you that this information is not available. As you 
know, the company is not required to file such information with the Commission 
under the securities laws or any of the regulations promulgated thereunder. 
The company has informed us, moreover, that it is not willing to have this: 
information made available to persons outside the Commission. 

The Commission, of course, has general investigatory powers, but it cannot 
exercise such powers unless it has notice of facts which, if true, indicate a viola- 
tion or threatened violation. We have no such basis for invesfigation in the 
ease of Kaiser-Frazer Corp.—and reference may be made in this connection to 
the fact that all of the company’s statements have been certified by public 
accountants, and also to Judge Clancy’s finding in Kaiser-Frazer’s breach of 
contract action against Otis & Co. with respect‘to the 1947 year-end adjustments 
reflected in the company’s 1948 registration statement. 

If at any time we can be of service in this or any other connection, I hope you 
will not hesitate to call on me again. 

Sincerely, 
HArry A. McDonacp, Chairman. 


The Commission’s files disclose that Kohlhepp, accountant, and 
Behrens, section chief, had prepared a memorandum to Mr. Loss dated 
January 17, 1951, reconstructing the year-end adjustments for 1947 
and the December net profits on the basis of public documents on file 
with the Commission. The Kohlhepp-Behrens memorandum follows: 


MEMORANDUM 


JANUALY 17, 1951. 
To Mr. Louis Loss, Associate General Counsel. 
Re Kaiser-Frazer Corp., 
tegistration Statement No. 2-7371, 
Effective February 3, 1948. 

This memorandum has to do with the changes effected in the accounts of the 
company in December 1947, to which reference is made in note (4) to the summary 
of consolidated sales and earnings on page 7 of the prospectus to the subject regis- 
tration statement. The note, furnished in the second material amendment (filed 
January 27, 1948), reads as follows: 

“The tentative information for the quarter and year ended December 31, 1947, 
reflects various substantial year-end adjustments including provisions for certaim 
reserves and a material increase in inventories to conform to the results of the 
complete physical inventory taken by the corporation as of December 31, 1947.” 

A comparison of certain profit-and-loss data for 1947 for the quarters ended 
March 31, June 30, and September 30, for the 2 months and 11 months ended 
November 30, the month of December and the year ended December 31, and a 
comparison of the balance sheets as of November 30, 1947, and December 31, 1947, 
follows: 


An tebe teettets. ct cp 
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Net profit (or loss) 





ere ; pian: | PORNEIG Oe 

Sales Cost of sales | 05 sles ceil 
Amount ree nt 
of sales 
3 months, Mar. 31, 1947. ____- ‘ ------| $27,305,035 | $29, 366, 660 107 | ($3,236,294); (12.0) 
3 months, June 30, 1947 53, 142,946 | 50, 255, 274 | 94 1, 048, 255 2.0 
3 months, Sept. 30, 1947_.......-..----..--. 78, 527,735 | 67, €90, 777 | 86 8, 277,309 | 10.5 
2 months, Nov. 30, 1947 awe |} 68,584,316 | 57, 161, 884 &3 9, 406, 478 13.7 
11 months, Nov. 30, 1947__.......-.-- . | 227, 560,032 | 204, 674, 595 | 90 15, 495, 748 | 6.8 
December 1947. = --- Serpe : 33, 415; 247 | — 27,357, 781 | 82 | 4, 009, 3&3 12.0 
3 months, Dee. 31, 1947... é--pedens | 101, 999, 563 84, 519, 665 83 13, 415, $61 12.2 
12 months, Dec. 31, 1947. ..............- 260, 975, 279 232, 032, 376 | 89 19, 505, 131 7.4 

| 


11 months Tear ende Ase 
ended Nov. | ce" ended | Increase 


30, 1947 Dec. 31, 1947 (decrease) 














Ca ek a i a hn acncaen as $20, 977, 198 $16, 307, 071 ($4, 670, 127) 
United States Government certificates ; ay , 5, 036, 585 |__ (5, 036, 585) 
eee ak i ook ok cede hc lb ae adel 9, 958, 123 7, 348, 065 (2, 610, 058) 
Inventories _ ._. pnobéieombenenecodanies i ae 19, 662, 732 30, 461, O88 10, 798, 356 
Investments - - - a wicehiletoaaabiael sidiieane’ : iste 5, $48, 716 6, 494, 328 545, 612 
Fixed assets__..........- Little dy date ieee os oa 30, 680, 894 31, 069, 087 388, 193 
Intangibles _....._. bicelles aha Sis, da Sed ady~ aes su 2, 714, 715 2, 734, 716 1.2... 
PUNE 8 ec iG AI 4b- asceeipaes s Shih ek deh wn nabendeontas 733, 280 | 945, 540 | 212, 260 
Total. __- Sle dca cig ead Aceh il snenginctncdia Gradslais Madani 95, 712, 243 95, 339, 894 | (372, 349) 
Current Maetitties pple Ae PREETI E ce ; | 20, 852, 729 28, 516, 344 7, 663, 615 
Notes payable 5a ali so hip te Mabalis kts Sige dence hadaecei 1) 10)665, 004: }s.......-... | (11, 555, 894) 
Due to Graham- (MRSC ale dip Sadao, Veiprganlnaaeabaltears | 8, 524, 000 | 8, 524,000 |... 
Capital stock _........-.-- scabies fit bibteiisnases sbtulel 4, 750, 000 | 4,750, 000 |. 
CIES 4 3 08k Uniasbnntekbel bcbsisasnccnwecsce™ ranfek ! ae 501, 27: 54, 591,273 | _- 
Earned surplus (deficit) .............-.-...-..---.- didias (4, 561, 653) (1, O41, 723) 3, 519, 930 
WOME FOE BUTE es | 95,712,243 | 95, 339, 804 (372, 349) 
Inventory detail: 
Finished automobiles. __.................-.-.---- sd 1, 656, 116 1, 332, 399 (323, 717) 
Purchased parts and in OS canscacnsh. Sacer 19, 121, 474 4, 583, 084 
Raw materials... ._- SUiivcwncwen ss 5 | 2, 416, 902 2, 705, 565 288, 663 
Manufacturing supplies _- isunlabcMinns Weielitiabidinn Btiais hakeiimidias 2, 605, 132 2, 878, 77% 273, 641 
Reserve for shrinkage. __._- Foe 5 : z (1, 553, 808) '___- <a 1, 553, 808 
Bn Si ditci dod sc ct iecks soph ahicesg saldaedacte 4, 422, 877 4, 422, 877 
Woetel cis. .c3. Li Bautulic é . iam ikan 19, 662, 732. 30, 461, O88 10, 798, 356 


Testimony of J. F. Reis, treasurer of Kaiser-Frazer, was that $10,000,000 of 
the inventory increase in December was due to purchase of raw materials of 
$9,300,000 and from increase in service parts and cars in production. Since 
the $1,553,808 November 30 inventory reserve was canceled and taken into income 
in December for the year ended December 31, 1947, the real inventory 
in December 1947, on the basis of the above summary, was $9,244,548. 

In contrast to the testimony of Mr. Reis in respect of the December inventory 
increase, it appears that trade accounts payable increased in December, from 
$14,344,000 at November 30 to $21,722,000 at December 31, or $7,344,000. It may 
follow, therefore, that $1,900,000 (the difference between the December inven- 
tory increase of $9,244,548 and the December increase of $7,344,000 in trade 
accounts payable) represents the adjustment to bring book inventories into agree- 
ment with actual inventories as of December 31, 1947. This seems to be sub- 
stantially borne out by the testimony of Edgar Kaiser that the inventory adjust- 
ment was $1,200,000 or $1,500,000. 

In respect of the reference in note (4) to “year-end adjustments including pro- 
vision for certain reserves * * *” it is not clear which reserves are referred 
to since the company’s 1947 Form 10-K report (1-3340-2-1) shows no reserves 
other than the usual depreciation and amortization reserves (as to which no 
unusual additions were made in December 1917) and the inventory reserve, men- 
tioned above, which was canceled in December. However, the amortization 
reserve against tools, dies, jigs, and fixtures, was increased in December from 
$5,514,400 at November 30 to $6,229,800 at December 31, or $715,400, and appears 


increase 
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to be at a higher rate than the $5,514,400 which was provided during the 11 months 
ended November 31, 1947. 

From the above it appears that the net profit for December 1947 may be 
summarized as follows: 


Semonieen - aiaaiant to bring book inventories into agreement with 
physical count (approximate) 
December net profit exclusive of above 


Total December net profit 


It should also be remembered that when the subject registration statement 
became effective the latest financial statements contained therein were as of 
November 30, 1947, and that the company’s financial statements for the full year 
ended December 31, 1947, were not then available to the Division. Accordingly, 
the Division had no basis of verifying the adequacy or accuracy of the above note 
(4) statement. 

J. W. KoutHepp, Accountant. 
M. A. Beurens, Section Chief. 

Notr.—The following references have to do with testimony on the above (Public 

investigation transcript ( File 4-65-1-9) July 15, 1948: 
J. F. Reis, treasurer of Kaiser-Frazer, pages 5073 to 5077. 
Broker-dealer transcript: Edgar Kaiser, May 24, 1950, pages 451 to 456. 
Carter Kissel, counsel for Otis & Co., April 22, 1948, pages 1012 to 1019. 
cc: Commissioner McCormick. 
Mr. King (Chief Accountant). 
Testimony of Harry A. McDonald and Alfred Hill 

Former Chairman McDonald and members of the Commissien’s 
staff were asked to explain why Congressman McGuire was not fur- 
nished the data contained in the Kohlhepp-Behrens memorandum and 
why Congressman McGuire was given the impression that there was 
nothing wrong with the Kaiser-Frazer filing and that the Commis- 
sion had “no basis for questioning the adequacy or accuracy of the 
financial statements included in the (Kaiser-Frazer) reports.” 

Alfred Hill, former SEC execufive assistant to @hairman Me- 
Donald, stated that he routed Congressman MecGuire’s letter to ap- 
propriate staff members, and relied upon them to prepare a factually 
accurate reply. Hill stated that he was unaware of the existence of 
the Kohlhepp-Behrens memorandum until this was brought to his 
attention recently. 

It appears that McDonald’s reply to Congressman McGuire dated 
August 1, 1951, was drafted, among others, by Kohlhepp and Behrens, 
and McDonald's reply dated October 9, 1951, was drafted, among 
others, by Shreve, Behrens, Loss, and Hill. 

Hill stated that it would not have been proper for the Commission 
to furnish Congressman McGuire with the data contained in the 
Kohlhepp- Behrens memorandum because that memorandum was an 
attempt on the part of the staff to reconstruct, on the basis of public 
documents, actual earnings for December 1947, and was based on cer- 
tain assumptions as to what the Kaiser-Frazer year-end adjustments 
might have been. The conclusion arrived at in the memorandum, to 
the effect that the December net profit amounted to $555,575, was, 
Hill said, nothing more than a guess based on certain other guesses as 
to the actual adjustments made by the corporation. For that reason, 
he said, he would have advised McDonald against sending such in- 
formation to a Member of Congress. He also pointed to the fact that 
the district court later found the profits to be a little over $600,000, and 
the court of appeals found them to be in the neighborhood of $900,000. 
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Hill assured the subcommittee that it would be difficult for him to 
ascribe to the staff any intention to mislead Congressman McGuire or 
Chairman McDonald.” 

McDonald stated to the subcommittee on July 2, 1952, that he was 
unaware of the existence of the Kohlhepp-Behrens memorandum 
“until a few days ago,” that he had no knowledge of any data in the 
SEC files which might have made his letter to McGuire misleading. 
He concurred in the views expressed by Hill. 

McDonald was also questioned concerning statements he had made 
before the entire committee in executive session on February 23 and 
February 27, 1951, relative to the Kaiser-Frazer case when he stated. 

I believe the registration statement of Kaiser-Frazer—and I looked it over 
very carefully—I believe the registration statement portrayed a very clear 
picture of the Corporation's affairs as they were represented to us by certified 
auditors. 

McDonald explained that this was a fair statement “because in a 
registration statement accompanied by a certified audit you go by the 
certified audit. The trouble with this picture is on the unaudited 
figures.” * 

McDonald was asked whether footnote (4) was clear in its meaning. 
To this question he made the following reply : 

Mr. McDonacp. Congressman, I would have to say it was clear, but it would be 
difficult for the individual to arrive at just what was meant. When it says the 
tentative information for the quarter ended, et cetera, and the material increase 
in inventories te conform to the results of a complete physical inventory, there 


is a lot said in a few words there. I think it does pack a lot in there. To expect 
an individual to know exactly what that means is quite a bit.” 


When McDonald testified before this subcommittee on January 17, 
1952, Congressman Staggers asked him what the Commission was 
doing about the Kaiser-Frazer registration statement and whether the 
Commission had made an investigation. Mr. McDonald replied: “As 
to a formal investigation, nothing. No, sir; we have no basis.” 


CONCLUSION 


Our review of the Commission’s processing of the Kaiser-Frazer 
registration statement and subsequent developments thereto reveals a 
shocking story of errors, indifference, and evasion on the part of the 
Commission and its staff. We are satisfied from the investigation we 
have made thus far of this case that from the very beginning the Com- 
mission and its staff members were either “asleep at the switch” or 
deliberately ignored the facts that were available to them. 

The Commission and its staff now clearly admit that they were im- 
posed upon and misled with respect to this registration statement. 
‘The Commission is not yet prepared to say who was responsible for 

he imposition. It has advised us that a review of the whole case is in 
progress. The fact remains, however, that the imposition took place 
in 1948. The Commission has certainly been aware of this fact since 
late 1950. But it has not moved, and indeed saw no necessity for mak- 


“ Transcript, pp. 3296-3304. 
“ Transcript, B2305—3306. 
% Transcript, Se 

“ Transcript, p. 35 

“ Transeript, p. 661. 
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ing a move until after this subcommittee undertook its investigation 
of this case. The decision of the Circuit Court of Appeals for the 
Second Circuit in April 1952 declared the registration statement to be 
misleading, and stated further that— 

Any sale to the public by means of the prospectus involved here would have been 
a violation of the Securities Act of 1933. 

The Commission has given the subcommittee no satisfactory ex- 
planation for its failure ‘to act. The fact that no final sale of ‘stock 
was made to the public under this registration statement, that a private 
lawsuit between Kaiser-Frazer and Otis was in progress, and that the 
error was discovered over 2 years after the filing of this registration 
statement, does not, in our opinion, constitute valid reasons for not 
pursuing this matter. The subcommittee is concerned with the fact 
that in the interim the statute of limitations has run against any 
criminal violation. Anyone who imposes on a Government agency 
involving matters of public concern, such as was the case here, should 
be promptly and effectively dealt with. Not only is this necessary for 
the protection of the public, but such treatment would act as a deter- 
rent against similar violations. If the Commission believes it is 
power less under existing statutes to proceed against the registrant in 
a case of this sort, it should report to the Congress with recommenda- 
tions for legislation. 

The Commission has pursued Otis & Co. vigorously for alleged 
violations of the Securities Acts. If Otis is guilty of any violation, 
it should be punished. But, at the same time, the Commission has 
not moved against Kaiser-Frazer, its accountants or its attorneys, 
although the charges and countercharges arose out of the same trans- 
action. 

Chairman Cook testified that the Kaiser-Frazer Corp., its account- 
ants and the underwriters had knowledge of the December 1947 
earnings of the corporation but that the Commission was the only 
party which was not given the facts. There is no doubt that the cor- 
poration and its accountants knew the facts. Daley, of Otis & Co., 
denies that he knew the facts until after its accountants had com- 
pleted an independent audit of the Kaiser-Frazer Corp. Whether or 
oe Otis & Co. and its counsel, fighting desperately to justify the 

rancellation of the underwriting contract, knew the facts about the 
Des ember 1947 earnings but did not appreciate their significance, as 
the Commission contends, remains to be seen. The fact is, however, 
that Daley testified on April 20, 1948, during the Commission’s pub- 
lic investigation, that he was given the impression at one time that 
Kaiser-Frazer’s oper ating profit for December was approximately 
$300,000. The Commission considered this testimony of “no special 
significance, and as no more than a _part of Otis’ campaign to dis- 
credit Kaiser-Frazer and its stock.” 

At the time that Daley testified, en subsequently, the staff was 
advising the Commission that the corporation had made a $4,000,000 
operating profit in December. In a memorandum for the files dated 
April 21, 1948, and in a memorandum for the Commission dated June 
17, 1948, the staff stated that the Kaiser-Frazer Corp. had made a 


8§ Quotation is taken from the Commission’s minutes of April 21, 1952, which recorded 
a conference of the Commission and its staff on the Kaiser-Frazer registration statement 
in the light of the decision of the circuit court of appeals. 
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profit of $4,000,000 for December 1947. Daley’s testimony should 
have raised a question for the staff indicating that something may 
have been wrong with their conclusions. Mr. Loss, in fact, admitted 
that had he been on his toes he would have appreciated the significance 
of Daley’s testimony. Apparently, the staff’s attention was so ab- 
sorbed in the pursuit of Otis & Co. that they failed to get a complete 
and impartial view of the whole situation. 

The Commission stated that, in its numerous complaints alleging a 
false and misleading registration statement, Otis never called atten- 
tion to the December 1947 e: inings as being misleading. While the 
Commission did check on Otis’ allegations of error, it did so only on 
the specific charges made, and did not review the whole registration 
statement. Mr. Loss contended that the staff was justified in as- 
suming that if Otis could not find anything to charge against the 
registration statement, there probably was nothing wrong. 

We cannot agree with this contention. In a case of this sort, when 
complaint after complaint alleging a false and misleading registra- 
tion statement was being made, it should not have been necessary 
for the complainant to pin-point errors in order for the Commission 
to initiate a thorough investigation. The Commission was duty- 
bound to make a comprehensiv e check of the entire 1 ‘egistration state- 
ment. 

In his deposition of October 19, 1950, Werntz stated that he gave 
the facts concerning the December 1947 earnings to the C ommission’s 
staff. The Commission’s staff denied that Werntz had given them the 
facts; that had they known the facts, they would have insisted that 
the registration statement be amended to make proper disclosure. 
There is no doubt that Werntz has questioned the honesty and integrity 
of the Commission’s staff. For 2 years the Commission made no at- 
ae to ascertain who was telling the truth. 

Mr. Loss stated that he was convinced the registration statement 
was misleading as early as October 1950 when the Werntz deposition 
was brought to his attention by Otis’ counsel. He further stated that 
he considered this deposition of tremendous significance and that he 
brought it to the attention of the Commission. Yet there is no Com- 
mission minute showing that this matter was discussed by the Com- 
mission, nor did Mr. Loss record his conversation or make any recom- 
mendation. Only one Commissioner vaguely recalls that there was 
some discussion about this matter. We believe th: at, had it not been 
for the careless and indifferent attitude on the part of both the Com- 
mission and its staff, a more positive and effective course of action 
could have been taken in this case. 

Up to the time of the circuit court of appeals’ decision in this mat- 
ter, the Commission has made a studious attempt to give the impression 
that there was nothing wrong with the registration statement. ‘Testi- 
fying before the Celler subcommittee in November 1949, Mr. Loss 
stated : 

It was after we started our public investigation into the whole affair that we 
began hearing from Otis & Co. that the persons we really should be investigating 
were Kaiser-Frazer, and, of course, at that point, I will say here on the 
record, we again double-checked to make sure that there was nothing in the 
registration statement to which we would take exception, and we have never 
found anything to which we could take exception. 

I will say this categorically, Mr. Keating. Any complaints that were made 
to us we thoroughly looked into, @ouble-checked and triple-checked. We are not 
such fools as to overlook something like that because, of course, we would be 
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subject to very justifiable criticism if we did anything that could be construed 
as taking sides in a private squabble between Mr. Eaton and Mr. Kaiser. 

We do not say we are perfect. Perhaps things have escaped us, but nothing 
has come to our attention after diligent check—and again I say we do this with- 
out complaints, although we are grateful to have complaints—nothing has come 
to our attention that indicates that there should be any proceeding because of 
the Kaiser-Frazer registration statement. That I can say categorically, and 
have said in court. 

In fairness to Mr. Loss, it should be noted that his statement was 
made before the Werntz deposition was brought to his attention. 

In February 1951, after the Werntz deposition was supposedly 
brought to the Commission’s attention, former Chairman McDonald 
told the entire committee, in response to a question from Congressman 
McGuire, that the Kaiser-Frazer registration statement “presented a 
very clear picture of the corporation’s affairs as they were perce 
to us by certified auditors.” He was then asked whether the public 
was able to learn from the registration statement that the December 
1947 earnings of $4,000,000 resulted in large part from technical ad- 
justments. McDonald replied, “I do not believe so; no.” 

On October 9, 1951, McDonald wrote to Congressman McGuire that 
the Commission had— 
no such basis for investigation in the case of Kaiser-Frazer Corp.—and reference 
may be made in this connection to the fact that all of the company’s statements 
have been certified by public accountants, and also to Judge Clancy’s finding 
in Kaiser-Frazer’s breach of contract action against Otis & Co. with respect to 
the 1947 year-end adjustments reflected in the company’s 1948 registration 
statement. 


Again, on January 17, 1952, Congressman Staggers asked McDonald 
whether the Commission was making an investigation of the Kaiser- 
Frazer registration statement. McDonald replied: 


As to formal investigation, nothing. No, sir; we have no basis. 


The Commission’s staff which examined this registration statement 
impressed us as being capable, skilled, and qualified men in their re- 
spective fields. However, there appears to have been ‘a serious lack of 
coordination among them in the processing of this registration state- 
ment. The staff admitted that footnote (4) to the summary of earn- 
ings, which first appeared in an amendment to the registration state- 
ment filed on January 27, 1948, was of such a character as to raise a 
question as to its meaning. Various staff members said they were sure 
that a question was raised and that they must have been satisfied that 
the adjustments referred to in the footnote “washed.” Yet the Com- 
mission’s files contain no record of any letters or conferences or any 
discussions with representatives of the registrant with respect to the 
January 27, 1948, amendment. No one knew who raised a question, 
if a question was raised. We were unable to determine why the staff 
got the impression that the adjustments “washed,” or who gave them 
that impression.. The general tenor of their testimony leads us to 
believe that the internal procedures of the registration section need 
strengthening to provide for a greater degree of coordination and care 
in the processing of registration statements, 

Subsequent to the preparation of this report, Chairman Cook sent 
the following letter to the subcommittee, advising us of the steps 
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taken thus far by the Commission to tighten up its administrative pro- 
cedures in the processing of registration statements under the 1933 act. 
These changes were initiated as a result of the disclosures brought 
to light by our examination of the Kaiser-Frazer registration state- 
ment. It is hoped that these new administrative procedures will 
avoid a recurrence of the lax handling of registration statements 
clearly evident by our review of this case. 


SEcURITIES AND EXCHANGE COMMISSION, 
OFFICE OF THE CHAIRMAN, 
Washington, October 27, 1982. 
Re Kaiser-Frazer Corp. - 
Louis B. HELLER, 
House of Representatives, Washington, D. C. 


My Drar Mr. HELLER: You will recall that on July 2, 1952, the subcommittee 
requested that it be advised concerning any administrative steps taken or pro- 
posed to be taken by the Commission as a consequence of the Commission’s 
experience arising from the abortive Kaiser-Frazer stock offering in February 
1948. The various facets of the offering have, for some time, been the subject 
of consideration among the staff of the several divisions of the Commission 
concerned with such matters and by the Commission. While the Commission has 
not as yet completed its consideration of all aspects of the matter, it has de- 
termined to advise you at this time of the steps taken by it to date to supplement 
and otherwise amend administrative procedures involved in the processing of 
registration statements under the Securities Act of 1938 and to advise the sub- 
committee of other related matters. 

First, the Commission has announced that procedurally, a request by a regis- 
trant for the acceleration of the effective date of a registration statement under 
the Securities Act will not be granted unless such request is joined in by the 
principal underwriters and, in appropriate cases, by any selling stockholders. 
Until cur review of the Kaiser-Frazer case following the circuit court opinion, 
the Commission acted upon acceleration requests made by the registrant upon 
the assumption that the principal underwriters had concurred in the registrant’s 
request. This was based upon the view that the issuer and the underwriters 
have a common interest in and reach a common decision regarding the timing 
and execution of an offering of securities. However, in view of the questions 
raised by Otis & Co. within a very short time after the effective date of the third 
Kaiser-Frazer registration statement as to the form and content of the regis- 
tration statement, and because the statute places comparable responsibilities upon 
the underwriters, the Commission feels that it should have the benefit of written 
requests by all of the principal parties to a proposed offering as an indication that, 
as of the effective date, such persons are satisfied that the offering should proceed. 
A copy of the notice sent to registrants in this regard is attached. 

Second, the Commission has supplemented its long-standing direction to the 
staff, to make appropriate inquiry, in connection with all summaries of financial 
information for interim periods, to determine the existence of unusual conditions 
which may affect the propriety of the presentation of the summary of earnings, 
This has been accomplished by further directing that the registrant be required 
to represent specifically in the registration statement, with respect to any un- 
audited interim period included therein, that all adjustments necessary to a 
proper presentation have been made and that the staff obtain from the registrant 
a letter describing in detail the nature and amounts of any adjustments other 
than normally occurring accruals entering into the determination of the results 
reported in the summary of earnings. A copy of revised Memorandum of Ad- 
ministrative Practice No. 4, which has been distributed to members of the Com- 
mission's staff, relating to this policy, is attached. In this fashion, the Com- 
mission will be assured that its permanent files will contain the necessary in- 
formation. More importantly, the receipt of a written communication concerning 
these matters will bring directly to the attention of the staff the necessity for 
considering the question of whether additional or other disclosures should be 
required. 

Third, despite the pressure of mounting workloads and the shortage of per- 
sonnel, emphasized in recent days by the necessity for a further reduction in 


* 
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force, the Commission has directed that all matters of importance discussed by 
telephone or in person among members of the staff and representatives of regis- 
trant, underwriters, accountants, or attorneys be reduced to writing and placed 
in the Commission’s permanent files. Further, in appropriate instances, the 
staff is directed to request confirmation in writing of any understandings reached 
in such conferences. Although our experience in the Kaiser-Frazer case repre- 
sents the exception rather than the rule, it does demonstrate the wisdom of 
having written evidence of conferences and understandings with respect to mat- 
ters of importance. Wholly apart from obviating later resort to the memory of 
staff members as to certain events or circumstances, a written record will also 
serve as a basis for consideration of similar problems in other cases. 

Fourth, in connection with the processing of registration statements and 
similar documents, the policy has been adopted of requiring the examiner, the 
accountant, or the attorney, depending upon the subject matter, to prepare a 
separate or a joint memorandum with reference to each amendment to a regis- 
tration statement or similar document filed under the securities acts. Such 
memoranda are required to be submitted to the appropriate supervisory or re- 
viewing officials for such action as may be appropriate. Our review of the files 
in the Kaiser-Frazer matter indicates no written evidence that the amendment 
containing the summary of earnings was in fact examined by members of the 
staff. While each of the staff members concerned remembers the summary and 
remembers having considered it, it is the Commission’s view that a requirement 
for written evidence of such examination will in the future obviate any question 
as to the action taken. A staff memorandum dated July 15, 1952, relating to 
the matters discussed in this and the preceding paragraph is attached. 

Mifth, as I understand it, the staff will shortly submit for Commission con- 
sideration a proposed rule which would limit or prohibit, under certain condi- 
tions, stabilization activities by an issuer prior to or in connection with a public 
offering. While the Commission has given much thought to the problem, I do 
not believe it would be appropriate to discuss the matter further at this time. 

Sixth, there is under consideration the promulgation of a rule which would 
require the filing with the Commission, as part of its public dockets, of court 
decisions and opinions which comment upon or relate to registration statements 
and similar documents filed under the securities acts. It is believed that such 
a requirement would be particularly effective in giving publicity to such matters 
and would present in an appropriate public record expressions of the courts con- 
cerning disclosure on file with this Commission. 

Finally, the Commission has published for comment a proposed rule requiring 
the filing of quarterly earnings statements by corporations subject to the re- 
porting requirements of the Securities Exchange Act of 19384. While this pro- 
posal does not relate directly to the Kaiser-Frazer registration statement, it is 
mentioned here because of the inquiries made concerning the alleged failure by 
Kaiser-Frazor to furnish investors with current financial data. Attached hereto 
is a copy of Securities Exchange Act release No. 4755 which gives notice of and 
requests comments concerning the proposed revision of Form 9K and of certain 
related rules. 

You may be assured that the absortive Kaiser-Frazer offering, and the several 
problems which have been suggested by it, have received and will continue to 
receive the Commission’s attention with the view of improving our administrative 
techniques and devising any additional procedures which experience and changed 
conditions may suggest. May I further assure you that the Commission appre- 
ciates the interest of your subcommittee in this matter. 

Sincerely yours, 
Donan C, Cook, Chairman. 


[ Nore.—Enclosures referred to in this letter have been omitted from this 
report. ] 


While we have made considerable progress in the study of this case, 
we have been unable, in the brief time available and owing to the 
lack of adequate staff and funds, to explore all its ramifications. We 
have, however, gone far enough to convince us that further study 
should be given to this case. 
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Exurpir A To KAISER-FRAZER REGISTRATION STATEMENT 


SEC Report OF THE FILING AND PROCESSING OF THE REGISTRATION STATEMENT 
OF THE KAISER-FRAZER CorP. (NO, 2-7371) FILED WITH THE COMMISSION UNDER 
THE SECURITIES Act OF 1933 oN JANUARY 6, 1948, AND EVENTS SUBSEQUENT TO 
THE Errective DATE OF THE STATEMENT WHICH RELATE THERETO 


SUMMARY OF THE PROCESSING OF THE THIRD REGISTRATION STATEMENT FILED BY 
KAISER-FRAZER AS DISCLOSED BY THE RECORDS OF THIS COMMISSION UP TO AND 
INCLUDING FEBRUARY 38, 1948, THE EFFECTIVE DATE OF THE STATEMENT 


The registration statement as filed with the Division of Corporation Finance 
on January 6, 1948, related to a proposed public offering of 1,500,000 shares of 
common stock, $1 par value. The underwriters named were Otis & Co., First 
California Co., and Allen & Co. 

In accordance with the usual practice of the Division, this case was assigned 
to an Assistant Director who was responsible for supervising all aspects of the 
processing of the case and to one of the 12 sections which examine registration 
statements in the first instance and prepare comments and recommendations 
concerning their apparent adequacy and accuracy for consideration by the As- 
sistant Director. Each section consists of a section chief, an accountant, one or 
more attorneys, and several analysts. Each section has available to it the services 
of a division engineer and other specialists who may be called upon in appropriate 
situations.* 

The examination of the registration statement was conducted in accordance 
with our customary procedure. The articles of incorporation, bylaws, proposed 
underwriting agreement, contracts, and other documents required to be filed as 
part of the registration statement were analyzed by the attorney to ascertain 
whether the material provisions thereof were properly summarized in the pro- 
spectus. The accountant reviewed the financial statements for the purpose of 
determining whether such statements complied with the accounting requirements 
of our rules and regulations and registration form and appeared to present the 
company’s financial condition and operating results in accordance with accepted 
accounting principles.** In this instance the engineer examined into the tech- 
nical aspects of such matters as the supply of materials, particularly steel; the 
company’s patent position; the description of its properties; and the company’s 
depreciation policy. Other staff members reviewed the registration statement, 
prospectus, and the exhibits to ascertain whether all items of information and 
documents required by the Commission’s rules and regulations and the statute 
had been supplied. These analysts considered the completeness and clarity of 
the statements in the prospectus concerning such matters as the company’s busi- 


1'Two prior offerings, distributed by the same underwriters, were registered under the 
Securities Act of 1933 in 1945 and 1946: 


File No Number of Offering 
. common shares price 


2-5926 I 


, 700, 000 $10 
2-082 


1, 800, 000 2014 


?The Kaiser-Frazer registration statement was assigned to McCormick, Assistant 
Director; M. A. Behrens, Section Chief ; C. E. Burhenne, accountant; C. E. Shreve, attor- 
ney; and J. M, Broullire, analyst. J. W. Kohlhepp, the accountant for the Section, was on 
sick leave at the time of the original filing but participated in the examination of the 
amendments to the registration statement. J. M. MeClare, the Division's Chief Accountant, 
reviewed the work of the accountants in the Section. McCormick and McClare have re- 
signed from the Commissioners’ staff. W. J. Costello, division engineer, assisted in the 
examination. 

3 As originally filed the registration statement contained audited financial statements 
from the organization of the company on August 9, 1945, to June 30, 1947, unaudited 
balance sheet as of November 30, 1947, and profit-and-loss statements for the 5 months and 
11 months ending that date. A summary of earnings in the prospectus reflected earnings 
from inception through November 30, 1947. 

* William Werntz, associated with the public accounting firm of Touche, Niven, Bailey 
& Smart. accountants for Kaiser-Frazer on December 27. 1947, discussed with Andrew Barr, 
then Assistant Chief Accountant for the Commission, by phone the omitting of separate 
company statements inasmuch as company assets were somewhat lower than 85 percent of 
consolidated assets as of November 30, 1947, but exceeded the 85 percent requirement as 
of June 30 and December 31, 1947. ° 
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ness, including its products, markets, and methods of distribution, competitive 
position and labor relations, the nature of the proposed offering, the intended 
use of proceeds, the experience of the management, the nature of material trans- 
actions with affiliated persons, the terms of the offering, and other information. 
In the course of this review of the registration statement, a copy of the prospectus 
was transmitted to Anthon H. Lund and Edward H. Emerson of the Division of 
Trading and Exchanges for their comments with respect to the market aspects 
of the offering. There appeared to be no facts or circumstances concerning the 
filing which suggested to the personnel involved the necessity for a formal investi- 
gation or proceeding and none was instituted. The entire examination was con- 
ducted under the guidance and supervision of the Section Chief who, with the 
assistance of the personnel indicated, prepared a proposed letter of comments 
for the signature of the Assistant Director. A letter reflecting the results of 
this examination by the Section, as reviewed by McCormick, was mailed to the 
company January 20, 1948.° 

This letter questioned principally the adequacy and accuracy of the dis- 
closure concerning K—F’s steel supply—the purchase of a plant in Provo, Utah, 
the effect of premiums being paid for steel on prices of the company’s products ; 
its competitive position in years undistorted by the unprecedented demand 
characteristic of the (then) current auto market; the patent situation; and 
necessity for additional financing. 

Since a complete physical inventory had not been taken since the commence- 
ment of automobile production in June 1946, the accountants were asked to set 
forth the accounting justification for use in the certified financial statements 
dated as of June 30, 1947, of amounts unsupported by physical count and verifica- 
tion thereof. In addition, it was requested that notes to the financial state- 
ments disclose information concerning transactions between K-F and its affli- 
ated interests. Also, question was raised concerning certain amounts due K-F 
by Graham-Paige Motors Corp. 

An amendment to the registration statement was filed on January 23, 1948. 
As amended the statement differed principally from the initial filing in the follow- 
ing resepcts : 

1. The average daily rate of production of approximately 1,000 cars was 

disclosed. : 

2. The company’s expectation of receiving a limited supply of steel sheet 
from major steel producers in addition to steel acquired from affiliated 
sources was indicated. 

3. The company’s belief that it would have sufficient steel products during 
the year 1948 to produce automobiles at the rate of 1,500 per day was stated. 

4. The fact that the increased costs resulting from high prices paid for 
steel products by the company averaged $46.15 per automobile produced in 
1947 was shown. 

5. A new paragraph was added to point out that the automobile industry 
is highly competitive and subject to sharp cyclical changes in demand, that 
there had been a high demand for aut mobiles since the company began 
production and that the company was unable to predict when or to what 
extent a decline in this demand might occur. 

6. A statement was inserted to indicate that since the war the three 
major automobile corporations had produced about 84 percent of the United 
States production. 

7. The company’s belief that its business was not materially dependent 
upon patents was revealed and a sentence added stating that most of the 
parts used by the company which are subject to patents are purchased by 
it from suppliers. 

8. The summary of consolidated sales and earnings which as originally 
filed contained data for the third quarter of 1947 and the 2 months ending 
November 30, 1947, was amended to state that information for the quarter 
and year ended December 31, 1947, would be provided by a further amend- 
ment. 

9. The company referred to the fact that it was negotiating for the pur- 
chase of the Willow Run plant then under lease. 

10. A statement was supplied showing that the Willow Run assembly 
lines were capable of assemblying 1,500 automobiles per day by the use of 
two shifts and that current average production was a thousand cars per day. 


* Earlier, on January 12. MeCormick telephoned Helmer Johnson, K-F counsel; to dis- 
continue certain institutional advertising. 
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11. The aggregate amount of certain transactions with Kaiser interests 
was disclosed. 

12. The time devoted to K—F affairs by its principal executive officers was 
included. 

13. The accountants’ certificate stated that the company was in the process 
of taking physical inventory as of Deeember 27, 1947, that representatives 
of the certifying accountants were present to observe procedure and that 
they had satisfied themselves as to the reasonableness of the inventories in 
the June 30, 1947, certified statements. 


In addition, two K-F letters dated January 22 discussed questions raised in 
our letter with respect to the treatment of amounts owed by Graham-Paige and 
whether per unit automobile costs were expected to increase. A third K-F letter 
of the same date discussed the company’s warranty reserve policy, the fact that 
$99,000 was in the reserve at June 30, 1947, and estimated that $300,000 to $500,000 
would be necessary as a reserve as of December 31, 1947. Another K-F letter 
dated January 22 commented on K-F’s investments in steel-producing companies 
and concluded that losses would not be substantial should it develop that K-F 
would be unable to acquire its entire steel requirements from the major steel 
producers. The certifying accountants in a letter also dated January 22 ex- 
plained the reasonableness of the inventary amounts used in the certified state- 
ments as of and for the period ended June 30, 1947. No further letter was sent 
by the Commission relating to the registration statement before it became effective. 

On January 27, 1948, a second amendment was filed expanding the summary 
of earnings in the prospectus to include unaudited data for the quarter and year 
ended December 31, 1947. 

Until February 3, 1948, the registration statement and prospectus related to 
a firm offering of 1,500,000 shares of common stock from which $17,250,000 would 
have been received by the company. Late in the day on February 3 an amended 
prospectus was filed by counsel for the company which disclosed that K-F had 
acquired during that day 186,200 shares of its common stock in the open market 
at $18.50 per share in an effort to stabilize the price, a modification of the under- 
writing commitments, possible reduction in proceeds which might be received by 
the company and the possible effect thereof on the proposed expansion program. 

Broullire, Behrens, Shreve, and McCormick thereafter appeared before the 
Commission and recommended that the registration statement be permitted to 
become effective immediately. The Comission (McConnaughey, Hanrahan, 
McEntire and McDonald) declared the registration statement effective as of 5:30 
p. m. on that date. 


Il. MATTERS WHICH APPEAR IN THE COMMISSION’S FILES OR IN THE RECORDS OF 
COURT PROCEEDINGS AS OF A DATE SUBSEQUENT TO FEBRUARY 3%, 1948, WHICH REFLECT 
RECOLLECTIONS OF EVENTS OCCURRING BEFORE FEBRUARY °% WITH RESPECT TO THE 
THIRD REGISTRATION STATEMENT 


As exhibit I (dated December 22, 1947) to Werntz’ deposition taken in the 
K-F-Otis suit® on October 19, 1950, Werntz indicates that MeCormick agreed in 
the course of a telephone conversation on December 22, 1947, that in addition 
to the audited financial statements for the period ended June 30, 1947, there 
should be included unaudited statements for the 5 months ended November 30, 
1947, and the 11 months then ended and that in the earnings summary it would 
be desirable to show earnings monthly or by quarters for 1947. 

In the course of replying to a letter of inquiry from Senator Tobey dated April 
26, 1948, McCormick prepared a memorandum to be attached as one of a group 
of exhibits to be furnished to the Senator in which he refers to a telephone 
conversation with Werntz on December 22, 1947, in which he discussed with 
Warntz the periods to be covered in the summary of earnings. 

The latter memorandum also refers to phone calls on January 21 and 22 from 
McCormick to Johnson (K-F counsel) with reference to our letter of comments 
and particularly with reference to the marketing of proposed expanded output 
and possible eventual losses in disposing of high cost steel-producing facilities. 
As referred to in section I above, these matters were commented upon in letters 


® On February 13, 1948, K-F brought an action in the Supreme Court, New York County, 
for breach of contract and damages against Otis & Co. 
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from K-F or its representatives to the Commission bearing date of January 22, 
1948." 

In an affidavit, dated July 26, 1949, prepared in connection with the lawsuit, 
and in the deposition referred to above, Werntz states that at various times on 
December 26, 27, and 28, and again on January 20, 21, and 22 he participated in 
conferences with Brown and Howard of K-F counsel, Birr of First California, 
and Kissell of Otis. He says that during parts of such conferences, other repre- 
sentatives of the underwriters were present and that a principal topic of discus- 
sion Was the desirability of including earnings for December 1947 in the pros- 
pectus in view of substantial year-end adjustments. He indicates in his 1950 
deposition that as a result of such conferences he conferred in’ Washington on 
January 21 with members of the Commission's staff. 

Werntz asserts in the 1950 deposition that he told King, Behrens, McClare, 
and MeCormick *° that because of the year-end adjustments and unusual trans- 
actions in December there would be substantially no more profit for the year 
than there was at November 30. He stated therein that he told staff members 
that with the adjustments December profits would be approximately $4,000,000 
and without them there had been substantially no prefit or some loss. An enhibit 
to the deposition, Werntz’ memorandum dated April 20, 1948, summarizes the 
adjustments which he stated in the deposition he discussed with these persons 
on January 21: 


Effect on 


Item | Estimated amount earnings 


Unusual transactions: 
1. Fontana Steel a made $1, 500,000 | Inerease. 
2. Advertising . , i Ne sa atid | 500,000 | Decrease. 
Year-end adjustments: 
1. Inventory ! ; rae ote 3, 500, 000-4, 509,000 | Increase. 
2. Warranty reserve ‘ | (?) (sie) | Decrease. 
3. Accrued vacation pay : $300,000 | Increase. 


‘“! Repricing, elimination of shrinkage reserve, and physical over-run.”’ 


Werntz stated in his deposition that he discussed with the members of the 
staff the general nature of a proposed footnote to the summary of earnings. He 
further testified that the footnote as filed (footnote 4) was drafted in New York 
the following day and that he, Werntz, and representatives of the company and 
the underwriters participated in the drafting of the footnote in its final form. 

King, Behrens, and McCormick, on January 29,1951,’ gave depositions for use 
in the K—F-Otis trial. King testified that he recalled no discussion with Werntz 
of the amounts of particular adjustments, the effect of the adjustments or the 
substance of the footnote to the summary of earnings. Behrens testified that 
he had no recollection that Werntz discussed with him either the summary of 
earnings or the content of footnote 4. MeCormick testified, in response to a 
question as to whether between January 21 and the effective date of the regis- 
tration statement he recalled any discussion with Werntz with regard to any 
matter contained in the summary of earnings, that he could recall none.” 

An exhibit to Werntz deposition of October 19, 1950, consists of a photostated 
copy identified as Werntz’ handwritten draft of footnote 4 to the summary which 
reads: 

“Preliminary and tentative estimates as to the results of operations for 
December 1947, and as to possible year-end adjustments, other than adjustments 

7It should be noted that in the ordinary course, discussions frequently occur, by confer- 
ence or by telephone, between members of the staff of the Commission and representatives 
of registrants, their accountants, attorneys, and underwriters concerning the subject matter 
of letters of comment issued by the divisions of the Commission and the general content of 
responses thereto or of additional information to be supplied by or on behalf of the 
registrant. 

*In a letter to Baldwin B. Bane, Director of the Division of Corporation Finance, dated 
September 28, 1951, Werntz says that his deposition is in error in referring to McCormick. 

*McClare had left to become associated with the New York accounting firm of S. D. 
Leidesdorf & Co.: his deposition was never taken. 

” Otis sought to have the lower court admit the King, Behrens, and McCormick deposi- 
tions in evidenec and to have McClare testify. Judge Clancy refused. 
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affecting inventory, indicate that profits for the 12-month period ending Decem- 
ber 31, 1947, may not be materially in excess of the amount shown for the 11 
months ended November 30, 1947.” ” 

K-F says this draft was written when it was thought that the registration 
statement would become effective before earnings for the entire vear were known.” 
The footnote as it appeared in the amendment filed on January 27 and as it 
appeared on the effective date reads as follows 

“(4) The tentative information for the quarter and year ended December 

1947, reflects various substantial year-end adjustments, including provision 
for certain reserves and a material increase in inventories to conform to the 
results of the complete physical inventory taken by the corporation as of 
December 31, 1947.” 

The actual adjustments made in 1947, set forth in plaintiff K—F’s exhibits 
97 and 98 in the record of the trial, show that profits in December, before year- 
end adjustments amounted to $638,227; that credit adjustments, principally 
inventory, totaled $4,953,262: that debit adjustments, factory warranty, bonus, 
ete., totaled $1,582,106. Adjustments applicable to December equaled $225,394, 
resulting in a profit of $863,621 for that month. 

MeClare, in a memorandum dated May 3, 1948, prepared for ae with 
the exhibits sent to Senator Tobey, summarizes the substance of his January 
21, 1948, conference with Werntz. He states that the principal matter discussed 
related to the accounting justification for the use of inventory amounts unsup- 
ported by physical count and verification thereof for purposes of certified financial 
statements. He indicates that Werntz agreed to furnish a letter setting forth 
the extent of verification procedures.” McClare also states that there was “dis- 
cussion as to the procedure and disclosure to be made in completing the earning 
summary” and that it “presented no special difficulties other than in connection 
with the disclosure of information to the effect that substantial year-end adjust- 
ments entered into the determination of the net profit for the final quarter of 
1947.” 

In a memorandum written after the circuit court decision and transmitted 
to Bane with a letter dated April 28, 1952, MeClare states as follows: 

“At best, from a present review of the files (which indicates a painstaking 
examination of the registration statement) there is an obvious inference that if 
any representative of the company or of the acconnting firm mentioned the 
December adjustments to the staff it was made clear that the adjustments offset 
each other and had no material effect on December's earnings or on any other 
period’s earnings, including those certified by Touche, Niven, Bailey & Smart. 
Any conclusion to the contrary is entirely inconsistent with the meticulous 
consideration and persistent position of the staff, as shown by the record, with 
reference to assurances as to the accuracy of the inventory.’ 

On April 22, 1948, Carter Kissell testified in the SEC public investigation that 
on January 20, 1948, Roy Bronson, Birr, Sarber of Otis counsel, Walston Brown, 
Norman Howard met at Willkie Owen office in New York to discuss SEC's letter 
of comments. Brown there stated he had received word from Willow Run to 
the effect that December profits were going to be only somewhere hetween $300,- 
000 and $500,000 before adiustment for inventory count. Kissell stated they 
had anticipated, on basis of Edgar Kaiser’s representations. that profits without 
inventory adjustment would be somewhere around $2,500,000." Those present 
were concerned about the apparent adverse trend. After a telephone cal! to 
Fdgar Kaiser, then in Michigan, it was reported that this could be explained 
and Kaiser arranged for a conference in New York. There was further dis- 
cussion regarding the question whether December figures should be included 
in the summary of earnings. Kissell conferred that evening at Touche, Niven 
offices with Brown. Bronson, Bailey. and possibly Werntz. Bailey stated that 
December earnings should be in prospectus with whatever footnote necessary 
to clarify seemingly adverse trend and that he had so phoned Edgar Kuiser. 
He also said that Werntz would go to Washington to discuss whole matter with 





™ Werntz testified Avril 26. 1951, in the trial of the lewsuit thet the footnote was 
prepared om Jannary 20 1948 ond discussed in the conferences on Januery 20 referred 
to above. There is no indication that this footnote was ever brought to the attention of 
the Commission's staff. 

12 Anpellant’s reply brief before the court of appeals. 

"The letter dated January 22 in our files was furnished pursuant to that understanding. 

“Two days earlier, on April 20. Dailey, president of Otis, testified that Kissell te'e- 
phoned him on January 20 to say that Kaiser-Frazer profits for December were only 
$300.000 prior to inventory adjustments. and that Otis & Co. had understood previously 
that earnings would be from $4% to $5 million for December. 
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SEC. There was some discussion that the charges made in December were 
of nonrecurring or extraordinary nature but Kissell didn’t recall that he had 
any specific information regarding them. 

Edgar Kaiser and Miller (vice president of Kaiser-Frazer) flew to New York 
on January 21 and conferred with Gallagher (of Willkie Owen), Brown, Bron- 
son, and Kissell. E. Kaiser said that, at first, December information had 
looked quite disappointing but that was not at all so, that there had been un- 
usual nonrecurring charges in December, that there had been a problem about 
advertising (which had been charged once to sales and once to advertising) ; 
and that there had been large and unusual shipments of steel; that it was the 
practice of corporation to charge off in the month steel was received the excess 
of steel cost over its then current market; that there was also a charge of 
$200,000 involving a disputed item of steel with Portsmouth Steel, an addition 
to reserve for warranties of $700,000; and additional costs involved in moving 
of machinery and resetting lines at the Detroit engine plant. Finally, he pointed 
out that, on an average, December sales were better than in October and No- 
vember, even though the plant was down for 7 days for inventory taking and 
estimated 1948 profits at $100,000,000 if they could produce 1,500 cars a day. 
Kissell testified that he felt relieved after hearing E. Kaiser. Kissell furtber 
stated that Werntz had been to the SEC on that day and reported that De- 
cember figures would have to be added to the last quarter of 1947 and that he 
had worked out “some language with them for a footnote to the earnings state- 
ment.” 

On May 4, 1951, in the trial of the lawsuit, Edgar Kaiser testified one of the 
purposes of that meeting had been to satisfy representatives of the underwriters 
that there was no adverse trend indicated by the December earnings. He fur- 
ther testified that when he left the meeting he felt that he had satisfied Kissell 
and Bronson that there was no adverse trend. 

Memoranda in the files demonstrate that the staff, dnring the period from the 
effective date of the registration statement until the Werntz deposition in the 
autumn of 1950, continued to be of the opinion that the debit-credit adjustments 
referred to in footnote 4 substantially offset each other and that operational 
profits for December 1947 were $4,000,000. McCormick’s April 21, 1948, mem- 
orandum prepared as a result of the April 10 Otis motion, states: “* * * dur- 
ing December 1947 the company made an additional profit of $4,000,000." The 
staff's June 17, 1948, memorandum, prepared subsequent to the receipt of the 
June 1 Otis motion, asserts: “* * * the registration statement showed that 
the company had earned an additional $4,000,000 in the month of December 
1947.” A memorandum of April 11, 1952, conference between MeClare and 
Broullire recites that McClare had been advised by Werntz at a luncheon meet- 
ing in May 1951 that Werntz had told McClare in January 1948 that the year- 
end adjustments “washed.” Bane recalls that McClare advised him to the same 
effect in a conversation with him on the same day. 

Lund, Director of the Division of Trading and Exchanges, testified on July 15, 
1948, in the SEC public investigation that on February 2 a Mr. Carroll of the 
Willkie firm, counsel for Kaiser-Frazer, telephoned him and inquired whether 
an issuer (unnamed) could stabilize in connection with a proposed offering and 
that Lund had advised that there was nothing in our rules to prohibit stabilization 
by an issner provided that it was at a bid not higher than the independent market 
price at the time. Lund testified further that Johnson of the same firm called 
him at 9 a.m. on February 3 at which time Lund advised Johnson that it would 
be legal for Kaiser-Frazer to bid 13% at market opening if such a bona fide 
price existed the previous night and if such price was unintluenced by Kaiser- 
Frazer or its underwriters. Lund further testified that he advised Johnson that 
the company could not follow the market up. 

In McCormick’s memorandum mentioned above, he indicates that on February 
3 he conferred with Johnson concerning various problems arising from stabiliza- 
tion and changes in the underwriting commitment. 

(The stabilization activities of Kaiser-Frazer are dealt with in a separate mem- 
orandum prepared by the Division of Trading and Exchanges. ) 


% Although there is no written record of the matter. Andrew Barr. now the Division 
of Corporation Finance Chief Accountant, who attended the Werntz-King conference re- 
ferred to in Werntz’ deposition, recalls that Werntz came te see King and Barr on another 
matter unrelated to Kaiser-Frazer, that during the conference Werntz received a phone 
eall from Edgar Kaiser or Joseph Frazer, and, upon finishing the call, told King and Barr 
that the conversation concerned year-end adjustments of Kaiser-Frazer. It is Barr’s recol- 
lection that he was told that the adiustments would have no material effect inasmuch as 
the debits and credits involved approximately balanced cut. 
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lil. EVENTS SUBSEQUENT TO FEBRUARY 3, 1948, HAVING PARTICULAR SIGNIFICANCE 
WITH REFERENCE TO THE REGISTRATION STATEMENT. THIS SECTION DOES NOT DEAL 
WITH MATTERS WHICH RELATE PRIMARILY TO THE CONDUCT OF THE COM MISSION’S 
FORMAL INVESTIGATIONS OR TO THE ADMINISTRATIVE AND COURT PROCEEDINGS ” 


The offering was commenced by the underwriters on Wednesday, February 4, 
1948, at 18. Kaiser-Frazer stock closed on the New York Curb that day at 11.75. 

February 4: The staff of the Division of Trading and Exchanges reported ” 
to the Commission with respect to the stabilizing operations by the company on 
February 3, 1948, and by the underwriters following the effectiveness of the 
registration statement. The staff stated that it proposed to inquire whether 
there had been any illegal activity in connection with the sale of the stock. 
McCormick referred to the published announcement by the underwriters that 
afternoon that the selling group had been terminated and recommended, to 
avoid misleading the public into believing that all shares had been sold, that 
Kaiser-Frazer be required to place a sticker on each prospectus showing the 
number of shares of stock unsold at the termination of the selling group. The 
Commission determined not to call for such an addition to the prospectus. 

February 5: MeCormick reported to the Commission the number of shares 
which had heen confirmed to dealers and the number of retail sales made and 
advised the Commission that the underwriters proposed to hold the unsold 
shares until there was a change in the market. McCormick renewed his recom- 
mendation that Kaiser-Frazer be required to place a sticker on the prospectus 
being used with respect to the foregoing matter. The Commission again declined 
to require such a sticker, but authorized McCormick to discuss with counsel for 
the underwriters the possibility of a public statement by the underwriters to 
the effect that news reports that all of the stock had been sold were erroneous. 
On the same day the Commission was advised that Otis & Co. proposed to make 
such a public announcement. 

February 9: Commissioner McConnaughey reported the receipt of a telegram 
from Otis which was essentially a copy of a wire sent to Henry J. Kaiser urging 
that the directors of Kaiser-Frazer purchase from Kaiser-Frazer the 186,200 
shares acquired by it in its stabilizing operations. 

James F. Masterson, a Philadelphia attorney who owned 100 shares of Kaiser- 
Frazer stock, filed a suit in the Wayne County circuit court (Detroit, Mich.) 
to restrain Kaiser-Frazer from selling the registered shares and included as 
defendants the three investment banking firms who underwrote the sale. He 
contended that the $1.50 commission to be received by these firms was excessive, 
and charge] that the company was engaged in stabilization activities to make 
possible “an undesirable inflated and rigged price of $13 a share.”’ 

February 10: The Commission was advised that Otis had announced can- 
cellation of the underwriting contract (cancellation occurred on the 9th). 

February 11: The Commission authorized staff members to interview officials 
of Kaiser-Frazer, Otis, and First California regarding cancellation of the under- 
writing contract and approved the release of a statement to the press announcing 
that it was inquiring into the facts concerning the recent Kaiser-Frazer stock 
offering to ascertain whether there was any basis for a formal investigation. 

(February 13, 1948: Kaiser-Frazer served its complaint in its action 
against Otis & Co. brought in the supreme court, New York County, later 
removed to the District Court for the Southern District of New York which 
entered a judgment for Kaiser-Frazer for $3,120,743.51 on July 10,1951. This 
indgment was reversed by the court of appeals, second circuit, April 7, 1952. 
Kaiser-Frazer has announced its intention to petition the Supreme Court 
for review.) 


“The various proceedings arising out of the 1948 Kaiser-Frazer stock offering are 
described at pages 5-20 of the Commission’s brief of May 1952. In the Matter of Otis € 
Co., Debtor, United States Court of Appeals for the Sixth Cirenit. In this brief the 
Commission outlined its position that the restraining order of the chapter X court should 
not operate to prevent the Commission from pursuing the revocation action against Otis 
which previously had been authorized by the Commission under sec. 15 of the 1924 act. 

Additional information regarding the Commission's investigation is set forth at pages 
2-7 and 30-48 of the Commission’s memorandum of June 1948 in SEC vy. Harrison & Hull. 
United States District Court for the. District of Columbia. This memorandum was filed 
in connection with its action.to enforce subpenas directing the named defendants to testify 
with respect to certain matters in the public investigation. ; 

Copies of these briefs are attached. 

7 References to Commission action hereafter in this memorandum relate to actions as 
disclosed by the official minutes unless otherwise indicated. 
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February 17: The Commission received a report from the staff concerning 
its informal inquiry into the cancellation of the underwriting agreement and 
directed continuation of the private investigation. 

February 18: The Commission adopted a formal order directing a private in- 
vestigation under the Securities Act and the Securities Exchange Act with re- 
spect to activities of the underwriters in the common stock offering of Kaiser- 
Frazer. 

March 3: Lund presented to the Commission an interim report on his in- 
vestigation in the matter of Kaiser-Frazer et al. 

March 4: Lund further reported to the Commission. 

March 16: Lund presented a further interim report and Commission directed 
preparation of memorandum setting forth in detail the results of the investi- 
gation to date. 

Mareh 19: The Commission further considered information obtained to date 
and named a special committee consisting of Loss, chairman, Kelly, counsel, 
Lund, Cashion, and Odenweller to be charged with responsibility of further con- 
duct of the case and directing such committee to submit a recommendation to 
the Commission on April 23.* 

March 20: Letter from Otis to MeConnaughey, Acting Chairman, pointed 
out that Otis had noted in the press that Kaiser-Frazer’s output was to be lower 
and that there had been an increase in dealer inventories and inquired whether 
Commission proposed to review the registration statement as it became effective 
and whether Otis would be free to offer the stock publicly if Otis purchased. 

March 23: The Commission adopted an order for public investigation and 
directed that the taking of testimony should begin April 12, designating Milton 
Kroll * to preside at the hearing. 

March 26: Cashion replied to the Otis inquiry of March 20. He enclosed a copy 
of the Commission order of March 23 and stated that, so far as the staff knew, 
the registration statement as it became effective contained no material misstate- 
ments or omissions. He also referred to the necessity of revising the prospectus 
prior to any public offering to reflect any material developments subsequent to 
the effective date. 

March 29: Letter of Otis stating that, after study of the Commission's order 
of March 23 and Cashion’s letter of March 26, it could not determine whether the 
public investigation would include consideration of adequacy and accuracy of 
registration statement as it became effective and asking whether the Commission 
had inquired into these matters in its private investigation. 

April 2: The Commission considered the Otis letter of March 29 and approved 
a reply which stated that, in the absence of evidence that the registration state- 
ment at the effective date contained any material misstatements or Omissions, 
the Commission would not pursue this question in the investigation ; also stated 
“If you have any facts which you believe will establish that the registration state- 
ment was materially misleading or deficient at the time it became effective you 
are urged to submit them immediately.” The Commission reply also included 
a statement of procedure to be followed in the public investigation which the 
Commission had approved earlier that day. The Commission also directed that 
copies of said statement be delivered to each witness theretofore and thereafter 
subpenaed in connection with the investigation and be released to the press. 

April 9: The Commission instructed McCormick to secure from counsel for 
K-F a detailed analysis of K-F sales and inventories covering the period before 
and after the effective date of the registration statement. 

April 12: The Commission considered a motion by Otis, dated April 10, in the 
public investigation requesting broadening of the scope of the investigation to 
encompass all aspects of the proposed offering; to be conducted in part under 
section 8 of the Securities Act and section 9 (a) (2) of the Securities Exchange 
Act and to investigate fully into activities, actions, and representations of K-F 
and its management as well as other persons connected with the proposed offering. 

The public investigation commenced on this date. 

April 15: The Commission considered further the Otis motion of April 10 
and approved a statement to be read into the record which concluded as 
follows: “For these reasons the motion of Otis & Co. is denied without preju- 


Loss then counsel of Trading and Exchange, now Associate General Counsel: Kelly, 
regional administrator, Washington regional office: Lund then Assistant Director of 
Trading and Exchange, now Director of Trading and Exchange: Cashion then Chief Coun- 
sel of Division of Corporation Finance, since deceased ; Odenweller, regional administrator, 
Cleveland regional office. 

’ Then Assistant Solicitor, now Assistant General Counsel of the Commission. 
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dice to the making of any appropriate motion at any later stage of the in- 
vestigation.” The Commission expressed the view that the order directing 
the investigation was broad enough to encompass the registration statement 
and if evidence should appear the Commission would proceed under section 8 
of the Securities Act. 

April 26: The Qommission gave consideration to a memorandum dated 
April 21 by McCormick commenting on allegations in the Otis motion of 
April 10 which concluded that nothing had been advanced by Otis which would 
afford reasonable grounds for believing that the registration statement as it 
became effective was materially inaccurate or incomplete. The Commission con- 
curred in the conclusions so stated.” 

April 27: The Commission considered a letter received from Senator Tobey 
dated April 26 requesting answers to specific questions. The Division of 
Corporation Finance was directed to prepare a reply. 

April 29: The letter from Senator Tobey was further considered by the 
Commission and the Commission directed that a draft memorandum of the 
Division of Corporation Finance be incorporated into a comprehensive reply 
to the Senator. 

May 12: The Commission approved reply to Senator Tobey’s letter of 
April 26. (This reply was sent to the Senate Committee on Banking and 
Currency and to the House Committee on Interstate and Foreign Commerce. )™” 

May 17: Otis’ letter to Acting Chairman McConnaughey criticizing the K-F 
statement accompanying its release of earnings for the first quarter of 1948 
in the public press. 

May 18, 20, 27, June 3: Commission received interim reports from the staff 
concerning the progress of the investigation. 

June 1: Memorandum by counsel for Otis submitted to Loss alleging that 
registration statement as it became efiective was materially false and mis- 
Jeading. This m@morandum made essentially the same charges submitted 
by Otis in March and April, and in addition alleged misrepresentation by K-F 
to the underwriters regarding January 1948 earnings.” 

June 9: The Commission acknowledged letters received from Otis & Co. 
by each Commissioner, dated May 20, which commented on K-F’s production 
figures. 

June 16: Letter from Hanrahan to Otis acknowledging Otis’ letter of 
May 17 regarding first-quarter earnings. 

June 26: Memorandum by counsel for Otis submitted to Loss alleging like- 
lihood that officials of K-F engaged in transactions violating the antimanipu- 
lative provisions of the 1934 act and concluding that the facts indicated a sub- 
stantial ground for inquiry by the Commission. 

July 14: The Commission considered Otis “proffer of proof and motion 
dated July 8” requesting the Commission reconsider the denial of its motion 
of April 10, to permit cross-examination in the public investigation and to 
extend to Otis power to subpena their own witnesses. The Commission de- 
nied the motion. 

August 3: The Commission considered the possibility of initiating revoca- 
tion of proceedings against Otis under section 15 of the 1934 act and the 
possibility of referring the facts in the matter to the Department of Justice 
for possible criminal prosecution. Action was deferred. 

August 5: The Commission guve further consideration to the matters dis- 
cussed on August 3 and determined to institute revocation proceedings under 
the 1934 act. 

August 11: The Commission adopted an order initiating proceedings against 
Otis pursuant to the provisions of section 15 (b) and 15A (1) (2) of the 1954 
act to determine whether the registration of Otis as a broker-dealer should be re- 


20 Copy of this memorandum attached. 

“Copy attached. 

2 In a memorandum dated June 17 the staff of the Division of Corporation Finance 
reviewed the registration statement in the light of the charges contained in the June 1 
memorandum from counsel for Otis and concluded that there appeared to be no basis for 
action by the Commission with respect to the registration statement. This memorandum, 
however, suggested that officials of K-F be recalled to testify concerning a number of 
questions proposed by the staff as outlined in that memorandum. These officials were 
later recalled and testified in response to these questions. Copy of this memorandum 
attached. 
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voked or suspended and whether Otis should be expelled or suspended from 
membership in the National Association of Securities Dealers, Inc.* 

August 18: The Commission directed that the committee named on March 19, 
to conduct the public investigation be responsible for the conduct of the revoca 
tion action. 

October 4: Letter from Chairman Hanrahan to Senator Tobey enclosing digest 
of testimony covering the first 2,000 pages of the record in the Commission's 
public investigation. 

November 28, 1949: Chairman McDonald advised the Commission that a 
partner in the accounting firm of White, Bower & Prevo advised him that his 
firm had been employed by Otis to examine into the adequaey and accuracy of 
the registration statement and had inquired whether the Commission would 
be interested in a report of the facts developed in such examination. The Com- 
mission directed the preparation of a letter to White, Bower & Prevo stating 
that the Commission was interested in any information bearing on such ques- 
tion and inquiring whether Otis & Co, had authorized the furnishing of such 
information to the Commission. Such a letter was sent on November 29. 
(Neither the accounting firm nor any one else has ever submitted to the Com- 
mission the results of this examination. ) 

January 4, 1950: The Commission was advised that Otis had filed a petition for 
stop order, again alleging that the registration statement as it became effective 
was false and misleading. Specifically, it was alleged that the registration state- 
ment failed to disclose irregular and unjustified misappropriation of K-F assets 
for the benefit of Kaiser interests, failure to disclose the impairment of corporate 
business due to absence of orders and backing up of cars, impairment of financial 
condition, the making currently by K-F officials of false statements to induce 
trading, and the withholding of earnings figures for the third quarter of 1949. 
(No reference was made to the summary of earnings in this or any previous 
communication from Otis.) On January 6, 1950, the staff prepared a memo- 
randum commenting upon the various charges made. 

July 2, 1951: The district court issued its verdict and opinion and awarded 
damuges to K-F against Otis & Co. (Attached). 

April 7, 1952: The circuit court reversed the district court's decision and K-F 
announced its intention to seek Supreme Court review. (Attached. ) 

of oe ok * * * * 


At no time has any representation been made to the Commission or its staff 
orally or in writing by Otis, uny other underwriter, or any of their representa- 
tives that the summary of earnings for the last quarter and year of 1947, as 
reflected in the registration statement as it became effective, was in any way a 
factor in the decision of Otis to breach the underwriting contract or that Ois 
Was aware at that time of the facts subsequently disclosed in the testimony of 
Daley, Werntz, Kissell, and other representatives of the company and the under- 
writers alluded to above. 

(Nore.—Attachments referred to in this report have not been reproduced but 
were submitted to the subcommittee. ) 


23 Hearings under this order were held for a few days in May 1950. The Commission 
is now appealing from an order in the chapter X court (Otis having filed a petition in 
chapter X following the district court’s decision in the K-F lawsuit) restraining the 
Commission from going forward with this proceeding. 
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STABILIZATION 


Since the passage of the Securities Exchange Act of 1934, there has 
not been occasion, until recently, for the « onsideration of the opera- 
tion and administration by the Commission of that portion of section 
9 (which relates to the manipulation of prices of securities) having to 
do with stabilization. The provisions of this section were designed to 
meet certain evil practices which the Congress desired to correct.’ 
Some were made unlawful by the statute, others, including stabliza- 
tion, were unlawful unless conducted in accordance with the rules and 
regulations of the Commission. 

The desire of the International Bank for Reconstruction and De- 
velopment to be relieved of the Commission’s jurisdiction over any 
stabilization operation? and the result of the stablization undertaken 
in the third offering of the stock of Kaiser-Frazer Corp.,’ again had 
focused attention of the committee to this provision, and it was set 
down as an item in the examination made by the subcommittee. 

Stabilization is the buying of a security for the limited purpose of 

preneeing or retarding a decline in its open-market price in order to 
facilitate its distribution. In the distribution of an issue, some pro- 
portion will find its way back into the open market. This open 
market selling, which may act to depress the price, and preclude the 
success of the new financing, is absorbed through stabilizmg purchas- 
ing by the underwriting syndicate, normally at a bid price placed at 
the issue price. 

In their consideration of the abolition of manipulation and artifi 

ciality in market prices of securities, the committees of the oo alm 
iend testimony on the underwriters’ necessity for some sort of « 
tinuing stabilizing procedures. It was recognized that stabiliz: een 
even though confined simply to the deterring of price dec rae and 
not of stimulating price increases, was an artific iality, and in fact, 
manipulation. Nevertheless, the Congress appeared reluctant at that 
time completely to ban the practice, and was then content to cireum- 
scribe it only as the Commission should prescribe.‘ 

The resulting language of section 9 (a) (6) relating to this practice 
is as follows: 


Sec. 9. (a) It shall be unlawful for any person, directly, or indirectly. by 
the use of the mails or any means or instrumentality of interstate commerce, or 


1 Securities and Exchange Act of 1934, section 2 (3): 

“Frequently the prices of securities on such exchanges and markets are susceptible to 
manipulation and control, and the dissemination of such prices gives rise to excessive 
speculation, resulting in sudden and unreasonable fluctuations in the prices of securities 
which (2) cause alternately unreasonable expansion and unreasonable contraction of the 
volume of credit available for trade, transportation, and industry in interstate commerce, 
(b) hinder the proper appraisal of the value of securities and thus prevent a fair calcu- 
lation of taxes owing to the United States and to the several States by owners, buyers, 
and sellers of securities, and (c) prevent the fair valuation of collateral for bank loans 
and/or obstruct the effective operation of the national banking system and Federal 
Reserve System.” 

? Hearings, H. R. 6443, 80th Cong. 

* Other aspects of this offering are elsewhere herein discussed at length. 

*For discussion of legislative intent and comment, see Securities Exchange Act release 
No. 2446, March 16, 1940. 
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of any facility of any national securities exchange, or for any member of a na- 
tional securities exchange— 
* * * ae * * * 

(2) To effect, alone or with one or more other persons, a series of transactions 
in any security registered on a national securities exchange creating actual or 
apparent active trading in such security or raising or depressing the price of such 
security, for the purpose of inducing the purchase or sale of such security by 
others. 

* ae * K * * * 

(6) To effect either alone or with one or more other persons any series of 
transactions for the purchase and/or sale of any security registered on a na- 
tional securities exchange for the purpose of pegging, fixing, or stabilizing the 
price of such security in contravention of such rules and regulations as the 
Commission may prescribe as necessary or appropriate in the publie interest or 
for the protection of investors. 


Following a study of stabilizing, the Commission in 1940 adopted a 
rule effective February 15, governing transactions incident to the 
stabilizing of security prices in certain limited types of situations, 
namely, where the stabilization was undertaken to facilitate the offer- 
ing of a security at the market or at a price related to the market 
price.® 

At that time the Commission published a statement of its policy on 
the broad problem of the pegging, fixing, and stabilizing of security 
prices. This statement outlined the legal, ethical, and economic as- 
pects of the problem, described the arguments for and against the 
practice, and evaluated the alternative courses of Commission action.® 

In that statement the Commission outlined the underwriter’s argu- 
ments in justification of stabilization: 


Without adopting the reasons frequently advanced to justify the widespread 
use of stabilizing in aid of security distributions we may restate the arguments 
as follows: 

One argument runs that stabilization is warranted in order to offset the 
market abnormalities which result from the very fact of the offering. When a 
new or an additional issue of significant size is offered to the public a tempo- 
rary glut of the market may often be the immediate result. At the same time 
the demand for the offered security is diverted by the underwriters and the 
selling-group dealers away from the open market and into the channels of the 
distribution itself. The selling efforts of dealers necessarily attendant upon 
the making of the offering thus result in taking away from the open market the 
demand for the offered security which might otherwise there exist. As noted, 
“free riders,” as well as other buyers who change their minds, will sell, and at a 
time when there is a temporary unbalance between supply and demand created 
by the offering. These scattered open-market sales, taken in conjunction with the 
sudden influx of supply and the accompanying withdrawal of normal open-market 
demand into the channels of direct distribution, unless counteracted, will exert 
a market influence which, according to the underwriters, is out of all proportion 
to their real significance. The sound market value of millions of dollars of new 
securities, unseasoned and not yet digested by the investing public, should not, 
they say, be predicated upon a handful of resales the market effect of which is 
unduly magnified by the present-day publicity given to market quotations. 
Therefore, the underwriters urge that stabilizing, although admittedly an arti- 
ficial influence, is justified to neutralize a temporary condition of oversupply 
which itself may likewise be regarded as abnormal, and that temporary sta- 
bilizing controls, commensurate with the degree of the temporary abnormal dis- 
parity between supply and demand, are warranted to offset that unbalanced 
condition of the market. 

Another argument is based upon the underwriter’s view that it is appropriate 
and desirable for a seller to permit a buyer to return his securities if he so 
desires. This applies not only to the investing public but to the members of the 

> Rule X-9A6-1, Securities Exchange Act release No. 2363, January 3, 1940. 

® Securities Exchange Act release 2446, March 18, 1940. 
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underwriting syndicate and the selling group as well. Dealers or underwriters 
in one section of the country may overestimate local demand just as investors 
may overestimate their own ability to carry a security. At the same time others 
may have been unable to fill their demand. It is consequently desirable, say the 
underwriters, that they should be permitted to repurchase and reallocate to 
others the securities of those who bougkt more than they can handle. Another 
variation of the same general contention is that the underwriters have an obli- 
gation to the purchasers of the issue to afford a market place where those pur- 
chasers who wish to sell may be able to do so at a fair price. On this basis the 
industry urges that it is in the interest of the investing public itself for the 
underwriters to provide the advantages of such a market place by placing their 
syndicate bid at or near the offering price. 

The third argument is based upon the necessities of the situation. Under the 
existing system, which today revolves around firm commitments and fixed-price 
offerings of securities to a relatively speculative public, some degree of stabiliza- 
tion, according to the underwriters, is necessary to the successful flotation of new 
security issnes on anything other than a continued bull market. Since under- 
writers today are primarily salesmen having only the limited capital of dis- 
tributors, they claim that they cannot undertake long or even medium term com- 
mitments in order to insure the success of billions of dollars of security offerings. 
If an entire issue of securities is to be bought by such underwriters at a fixed 
price, it is said to be vitally necessary that those underwriters be able to protect 
themselves as well as the selling-group dealers, against a disorderly open market 
during the resale of the issue to the public. This is said to follow because if the 
market price of a new issue sags even fractionally below the offering price, it 
cannot be sold at the offering price which was determined when the issuing cor- 
poration received its price for the issue. This in turn is assigned to the fact that 
the American public follows daily price quotations closely and is as much con- 
cerned with immediate paper profits or losses, as well as with liquidity, as it is 
with the ultimate fate of the security if held on a long-term basis. Stabilization 
is therefore said to be an unfortunate, but nevertheless an unavoidable con- 
comitant of modern security distribution, of present-day public markets and of 
the existing public emphasis upon widely published daily market quotations. 


After reviewing these arguments, the disadvantages and advantages 
of stabilization and the congressional intent, the Commission said: 


It seems clear that the only course open to the Commission is to adopt regula- 
tions which can be revised from time to time as we see how they actually work. 
Such regulations must reconcile, as far as possible, the often conflicting objec- 
tives of protecting purchasers of securities, on the one hand, and of preserving 
the ready flow of capital into industry, on the other. Here, as in most other 
fields of human activity, perfection is an unattainable ideal. Compromise and 
adjustment are inescapable. A closer approach to the ideal than is now achiev- 
able may in the future be found in the development of investment banking or 
other underwriting institutions with sufficient resources so that the need for 
Stabilizing can be substantially reduced, even entirely eliminated. But the 
growth of American industry cannot wait upon such a development. Conse- 
quently, the Commission has concluded that its immediate duty under the statute 
is to meet the situation through regulated stabilizing, frankly recognizing the 
experimental character of its approach to the problem. 


In a separate statement designed to demonstrate that stabilizing was 
primarily for the benefit of the underwriters of securities and not the 
investors or issuers, Commissioner Healy attacked stabilizing as “a 
manipulation designed to help induce the public to exchange its money 
for a security which the underwriter is selling at a market price the 
decline of which, through his own acts, he is preventing or retarding.’ 
Expressing regret that the majority of the Commission was willing to 


accept st: bilizing as an integral part of our system of security distr ibu- 
tion, he wrote: 


I think that the worst possible situation in which to permit stabilizing is when 
the offering price is represented to be at the market. Even when stabilizing is 
permitted in connection with an offering at a fixed price, the harm to investors is 
not to be overlooked for there the stabilized price may frequently mislead and 
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injure those who buy. The investor, observing the exchange price or (as often 
happens) having had his attention called to it by salesmen, believes, as he has a 
right to, that the price is one made by the free play of supply and demand in a 
fair and unmanipulated market. But when the offering price is at the market 
the possibilities of deception and injury to investors are immeasurably increased. 
Securities issued at the market are issued on the theory that the price is set not 
by the underwriter but by the interplay of the forces of supply and demand. Yet 
the regulation by permitting stabilizing of such securities permits an interference 
with the free forces of supply and demand and thereby tolerates the creation of a 
price mirage und the distortion of the price which would be set by the market if 
it were to function without artificial support.’ 


The majority of the Commission was not unmindful of the argu- 
ments against stabilization raised by Commissioner Healy, particu- 
larly as to the relative weights to be given the respective interests of 
the investor and those of the underwriter and issuer. In such connec- 
tion it stated: 


There is no denying the fact that to allow any stabilizing, in order to achieve 
the congressional objective of not seriously interfering with the needs of industry 
for capital, may to some extent block the other congressional objective of pro- 
tecting the individual, direct investors who bny securities. The possibilities of 
injury to such buyers, resulting from stabilizing, can be reduced—although per- 
haps they cannot be wholly eliminated—by careful regulation of stabilizing. To 
that limited extent the one objective of Congress must give way to the other. 
With study and care we may be able by regulation, to reduce to a very narrow 
colmpass the area of conflict between those objectives. Or we may witness such 
changes in our investment machinery as to make stabilizing of relatively little 
importance. It is not inconceivable that through the development of new types 
of investment companies we shall some day have true underwriters with ample 
capital (representing the savings of a large number of individual investors) who 
will not need to rush to the market, and who will not feel it necessary to restrict 
their investments to bonds, as do most institutional investors today. 

If no such or similar development occurs and if after a period of working with 
regulated stabilizing, we find that the injury to purchasing investors is uncon- 
trollably too great, then, but not before, we should request Congress to determine 
which of these two objectives is to be paramount.® 


In the intervening years the Commission’s rules dealing with stabi- 
lization have related only to offerings at the market or at prices re- 
lated to a changing market price. The practice applicable in a fixed 
price offering has been embodied in a number of interpretations, some 
of which have been issued in the form of releases * but most of which 
have been individually rendered by letter or telephone in answer to a 
specifie request." 

Concurrently, the Commission requires reports on all stabilizing 
operations,” and also requires full disclosure in the prospectus used 
in the distribution of the fact that stabilizing may be contemplated or 
in fact is being done.” 


* Ibid., p. 22. 

* Tbhid., p. 13. 

*E. g., Securities Exchange Act of 1934, Release No. 3056, September 27, 1941: No. 3505, 
November 16, 1948: No. 3506, November 16, 1943: No. 4163, September 16, 1948. 

” Seventeenth Annual Report, June 30, 1951, p. 41: “It is the Commission's experience 
thet issuers and underwriters place great value on the immediate service which the Com- 
mission is able to render them by being at all times available to give them responsible 
advice as to the proper stabilizing techniques in the offerings of securities. Also the same 
policy of the Commission extends to both manipulation and stabilization in that it seeks 
to prevent violations of the law rather than to allow them to develop to the point where 
monetary losses occur. The investor naturally wants to see a violator of the law brought 
to justice, but this does not insure the return of any financial loss that he may have 
suffered.”’ 

™ Rule X-17A02, Securities Exchange Act Release, No. 2008 February 9, 1939. 

2 Rule 837, Securities Act Release No. 1890, February 9, 1939 (now rule 426). 
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From March 1939 to June 1, 1952, a total of 5,733 registration state- 
ments were filed under the Securities Act of 1933 covering the offering 
of securities. Of this number, more than 3,000 contained an expres- 
sion of reservation of the right to stabilize some 3,560 issues. Of the 
latter number, some 1,002 actually were stabilized.“ The breakdown 
by years is set forth in the following table: 


4% From memorandum to Chairman Heller, by Anthon H. Lund, Director, Division of 
Trading and Exchanges, June 2, 1952. The specific totals are not ascertainable owing to 
unavailability of complete data for year 1944. 
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Of significance in the table is the showing that no stabilizing oper- 
ations have been conducted in “at the market” offerings since 1943 
under rule X—9A6-1, the Commission stating that the industry con- 
tends the rule is unworkable."* 

In February 1948, the Kaiser-Frazer Corp. undertook an offering 
of 1,500,000 shares of common stock, 900,000 on a “firm” and 600,000 
on a “best efforts” basis. It had outstanding 4,750,000 shares. On 
February 3, the corporation undertook for its own account to stabilize 
the market for its common stock on the New York Curb Exchange and 
other exchanges in advance of the proposed public offering of the 
stock, and during the course of the stabilization that day purchased 
a total of 186.200 shares. The registration statement became effec- 
tive that evening, and on the following day the underwriters pur- 
chased additional shares in their stabilizing for a total of 232,100 
shares, or 15.5 percent of the offering.” 

In order to place this Kaiser-Frazer stabilizing operation in its 
proper time setting, and further to study stabilizing operations gener- 
ally, the Commission, at the request of the subcommittee, studied all 
31 common-stock stabilizing operations begun and concluded in the 
l2-month period August 1, 1947, to July 31, 1948, together with 30 
common-stock offerings which were not stabilized but which were 
nearest in point of time to each stabilized issue. 

Of the stabilized common-stock issues during this period of a year, 
exclusive of Kaiser-Frazer offering, the total number of shares of- 
fered was 11,633,731, of which 259,962 shares were bought in stabiliz- 
ing, and the total number of outstanding shares was 35,164,108 prior 
to the offering. The average number of offered shares bought - 
stabilizing, exe cluding the Kaiser-Frazer offering was 2.2 percent, 

3.7 percent inclusive of that offering. The average, however, ap pears 
meaningless, as the individual operations show a range from 0.07 and 
0.2 percent to 10.1, 14.5, and Kaiser-Frazer at 15.5 percent. 

Careful analysis of the extensive statistical data furnished to the 
subcommittee by the Commission reveals that no conclusion can be 
drawn concerning these 31 stabilized issues, including the Kaiser- 
Frazer offering, from the bare statistics of proportion of the issue 
stabilized. There is no correlation among them in time, nature of the 
industry, size of offering, number of shares previously outstanding, 
or amount of shares repurchased in stabilizing. For example, while 
it is true the lowest point during this period of the Dow-Jones in- 
dustrial average, roughly 165, occurred at approximately the time of 
the Kaiser-Frazer offering, the highest point before, about 182, and 
the highest thereafter, 192, also find the next largest purchases of 
shares in stabilizing operations. 

The Commission further furnished the subcommittee with some 65 
charts and graphs comparing the prices of the stabilized and the un- 
stabilized issues at 1 month, 3 months, and 6 months after the offering, 
in response to the request that such data might shed some light on the 
effect of stabilization versus nonstabilization.” 

Analysis of these data show them to be equally unproductive in their 
lending themselves to any statistical conclusion. The average price 


4 [Tbid. 
Securities Exchange Act Release No. 4163, September 16, 1948; 
Chairman Heller from A. H. Lund, op. cit.. Jume 2, 1952. 


Memorandum of A. H. Lund to Chairman Heller, June 2, 1952, op. cit. 


memorandum to 
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of the 30 stabilized stock issues 1 month after the termination of stabi- 
lization was 4 points below the Dow-Jones industrial index, 3 months 
after the termination was also 4 points below, and continued to be 4 
points below at the end of 6 months. The average price of the 30 un- 
stubilized stock issues | month after the date of offering was 2 points 
below the Dow-Jones industrial index, 3 months after was 5 points 
below, and 6 months after was 7 points below. Both averages, how- 
ever, that of the stabilized and that of the unstabilized groups, are 
meaningless, as individual prices vary over a wide range, some are 
above the index, some below, some above at one period and below at 
another, and in general show no correlation when subjected to such 
tests as time, size of issue, total shares outstanding, kind of industry, 
earnings, and the like. It is not feasible to draw any conclusion from 
such price data concerning the effect which stabilization may or may 
not have on the subsequent price behavior of the security. 

While from the evidence and testimony submitted to the subcom- 
mittee it is not possible at this time to reach any conclusive determi- 
nation as to whether the manipulative provisions of the statute re- 
quire revision as they relate to stabilization, it is yet inescapable that 
the amount of the stabilization undertaken in the third Kaiser-Frazer 
offering casts some doubt on the effectiveness of the statute, or on the 
administration thereof by the Commission, fully to meet the situa- 
tion posed in this instance.” 


Mr. BENNETT. Mr. Lund, why did the Commission permit the Kaiser-Frazer registra- 
tion to become effective within a tew hours after the company had engaged in the biggest 
stock-stabilization operation, as you described here, in the history of the Commission, 
and only a few minutes after the underwriters’ agreement was changed from one involving 
the sale of 1,500,000 shares to one involving the sale of 900,000 shares? 

Mr. LuNpb. I think the Commission allowed it to beeome effective because I did not 
object to it, as the head of the Stabilizing Section. In other words, my opinion, then, 
and also my opinion now is that there has been no violation of the law in connection 
with these matters. 

Mr. eee, It is a fact-—is it not ?—that this stabilization or manipulation had been 
conductec 

Mr. LUND Gatergorne). This is not a manipulation, sir. This is a stabilization op- 
eration involving the purchase of 186,000 shares of stock which is much larger than 
anything else the Commission ever had 

Mr. Bennetr. As the person upon whom the Commission relied in things of this kind, 
in connection with an extraordinary or unusual situation involving the largest stabtliza- 
tion that we ever had before, should you not have recommended a cooling-off period so 
that you could have given this thing further thought and study? 

Mr. Loenp. By hindsight you no doubt are right. At the time and in the climate of 
the prospectus that came in. to the SEC there did not appear to be any violation. The 
prospectus had language, similar to the language on page 19 on this prospectus, that the 
underwriters reserve the right to buy up to 15 percent of the number of shares being 
offered in stabilizing. Nearly every prospectus reserves the right to buy up to 10 percent, 
15 pereent, 20 percent, or 25 percent. Fifteen percent of 1,500.000 shares is 225,000 
shares. Now, they only bought 186,000 shares as compared to a disclosed reservation to 
buy 225,000. So, they were not going beyond the terms of the offering as contained in 
the prospectus (Transcript, pp. 2813-2814). 

* * - * * ~ 

Mr. HAtL. Do you have to approve of stabilization up to the extent of 186,000 

Mr. LUND (interposing). We do not approve. The law says that if a man pushes the 
market up or pushes the market down for an illegal purpose, that is violative of the 
law. And, if we ever catch anybody doing it, we go after him. 

In this particular case, the buver of these shares was an unwilling buyer. He bought 
186,000: stood there al! day and bought shares. There was nothing aggressive. He was 
not pushing the price up or pushing the price down for any purpose. He was doing 
merely what the law says he can do, preventing or retarding a decline. That is *the way 
the Commisison interprets that. what the law says. 

Mr. Harr. I think you agree with me that it creates a false situation, does it not? 

Mr. L.cnp. It ereates a verv false situation. There is no question about that. 

Mr. Hannu. And it did in this case. 

Mr. Lunn. It did in this case: yes, sir. 

Mr. Hats. And you say that the Commission's hands are tied? 

Mr. Tunp. Under the law the Commission could not take any action acainst anybody. 

Mr. Har. If that is so. why did vou immediately call on and talk with the Commis- 
sioners. and go out on the road and make investigations ? 

Mr. Lunp. I wanted the Commission to know that this was a very unusual situation 
and in my opinion there was nothing illegal about it, but that there was a possibility 
that we would learn of a lot of people who were doing things that were wrong—not the 
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The need for reexamination of the Commission’s practice seemingly 
has been recognized by it when it circulated a notice of opportunity to 
submit proposals for regulations or legislation regarding the st: abili- 
zation of market prices ‘by persons offering securities to the public.* 
In that notice the Commission referred to the statutory provisions con- 
cerning stabilization and other forms of manipulation.’ the lack of 
judic ‘ial precedents defining the difference, and reiterated the Com- 
mission’s administrative interpretation as follows: 


It has for many years been the Commission’s position, expressed both orally 
and by letter to any member of the public making proper inquiry, that stabiliza 
tion for the sole purpose of preventing or retarding a decline, whether the stabili- 
zation is effected by an underwriter or by an issuer, does not of itself violate 
see. 9 (a) (2) or any other section of the Securities Exchange Act of 1934 so 
long as the stabilizing purchases are effected at whichever is the lower of two 
figures-—-(1) a bona fide independent market price for the security being stabilized 
or (2) the public offering price of the issue once the offering is made—and that 
within these restrictions there is no limit under existing statute and rules on the 
amount of securities which may be purchased in the stabilizing process. 


After referring to the Kaiser-Frazer stabilizing, the Commission 
said: 


In the Commission’s experience it is not unusual for a utility company solicit- 
ing competitive bids in connection with a preposed offering of securities to re- 
serve the right to stabilize for a short period preceding the opening of the bids, 
but it has not been customary for the issuer to stabilize in connection with 
negotiated underwritings. So far as the amount of stock purchased by way of 
stabilization is concerned, the Commission has imposed no restrictions. Fre- 
quently however the agreement among underwriters reserves to the managers the 
right to repurchase a fixed percentage of the amount of securities being offered, 
the amount not infrequently running as high as 15 percent, 

‘he Commission desires to receive the benefit of any suggestions which is- 
suers, underwriters or others interested in the distribution of securities as sellers 
or purchasers may have for changes in the present treatment of stabilization, 
whether through changes in existing rules or regulations or through additional 
legislation. If the Commission determines after receiving these suggestions that 
changes are necessary, a further opportunity will be afforded to comment on 
specifie proposals prior to any substantial alteration in the Commission’s rules. 


It then invited comment from interested persons on a number of 
items, such as prohibition of stabilization in advance of offering or by 
the issuer, limitations on the amount of securities which might be pur- 
chased, applying some formula, for the dropping of the stabilization 
bids, additional disclosures, and others.” 


people who were doing the stabilizing or underwriting, but dealers throughout the coun 
try, who might have been dumping stock with a view to burying the stock back in at half 
a point cheaper next day, and that is actually what happened (Transcript, pp 
2820-2821). 

8 Securities Exchange Act Release No. 4163, September 16, 1948. 

18 Securities Exchange Act Release No. 4163, Sentember 16. 1948: “In the absence of any 
applicable rule except with respect to ‘market offerings’ (which in reeent years have been 
very rare) the question whether a particular course of conduct is unlawful manipulation or 
lawful stabilization rests at present on interpretation of sec. 9 (a) (2), which must of 
course be construed in the light of sec. 9 (a) (6). Sees. 9 (a) (2) and 9 (a) (6) are by 
their terms limited to securities registered on a national securities exchange. However. 
the Commission has repeatedly held that conduct which violates sec. 9 (a) (2) when it 
concerns a registered security violates the general antifraud provisions when it concerns 
a security not registered on an exchange. Consequently, the line between fraud or manipu 
lation and lawful stabilization with respect to unregistered securities rests similarly at 
present on interpretation of these general antifraud provisions, which like sec. 9 fa) (2) 
must be construed in the light of the fact that the Congress when it dealt specifically with 
stabilization determined not to outlaw the practice by statute.” 

* Ibid. Without limiting the scope of its invitation for comment, the Commission is 
particniarly interested in the following questions : 

1. Whether the Commission, by rule, should prohibit all stabilizing to facilitate offer 
ings of securities, or whether it should prohibit specific types or aspects of stabilizing: 
for example, (a) stabilizing in advance of a public offering. (b) stabilizing by an issuer, 
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It is understood that the Commission received only a handful of re- 
plies to this invitation for comment. ‘To date the Commission has not 
pursued this problem to any further conclusion.” 

It is the opinion of the subcommittee that this subject warrants 
more definitive consideration by the Commission. In 1940 it stated 
its intention to proceed somewhat by trial and error until it could 
develop the facts and arrive at some recommendation which it might 
present to the Congress. It is apparent that during the ensuing 
years it has proceeded chiefly by interpretation in individual cases, 
and has not promulgated any rules or regulations covering the major 
practice, as the statute requires it to do. In 1948 it again appears to 
have recognized the difficulty attending specific kinds ‘of stabilization 
operations, and the need for reconsideration of its practices. It is 
apparent, also, that even in this narower field it has not acted. 

We are of belief that the Commission earnestly and expeditiously 
should grapple with this problem, with the view either of the early 
promulgation of rules publicly covering these operations, or of recom- 
mending to the Congress such changes | in legislation as its experience 
and study show now to be desirable. 


(c) stabilizing of any class of securities of an issuer other than the class being offered, 
or (d) overallotment of the offered security. 

2. Whether the Commission should impose limitations on the nature or extent of 
stabilizing and related activities; for example, (@) by limiting the amount of securities 
which may be purchased for the purpose of stabilizing to some percentage of the amount 
being offered to the public or some percentage of the amount of the security traded on 
the stock exchange (where the security is traded on an exchange), or (b) by applying 
to all stabilizing operations some formula for the dropping of bids comparable to that 
contained in the Commission's regulation X—9A6-1, or (c) by prohibiting a stabilizer 
from raising his stabilizing bid under any circumstances (or, alternatively, by permitung 
such an increase in the bid only where an independent market has existed at a higher 
level for a given period of time), or (d) by prohibiting certain classes of persons having 
an interest in an offering of securities from effecting any purchases whatever of securi- 
ties of the offered class for a period prior to and during the offering, except properly 
limited stabilizing purchases and purchases from the person making the offering or 
from other participants in the distribution. 

3. Whether the right to stabilize should be conditioned on the assumption by the 
stabilizer of any affirmative obligations; for example. (@) an obligation to “sponsor” 
the market for a period after the distribution is completed, or (b) an obligation for a 
limited time to repurchase on demand securities sold while the market was being sta 
bilized, or (c) an obligation to prevent or retard any rise in the market price prior to 
the completion of the distribution if the stabilizer has previously purchased securities 
to prevent or retard a decline in the market. 

4. Whether there should be any added requirements for the disclosure of stabilizing 
either generally or in each transaction or quotation: for example, disclosure (a) on the 
stock-exchange ticker tape or (b) in reports of transactions or quotations in newspapers 
or quotation services or (¢) in confirmations given to customers. 

5. Whether, in order to avoid violations of law, members of stabilizing syndicates should 
receive from the syndicate manager more information than they do under current prac- 
tices regarding the status of the distribution and the commencement and termination of 
stabilizing 

6. Whether it would be desirable and feasible for the Commission to prohibit attempts 
to profit from the price disparities which are sometimes incident to distributions of se- 
merece for example, (@) whether the public should be prohibited from selling securi- 
ties against a stabilizing bid with the intention of replacing the securities from the of 
fered issue at a lower price. or (b) whether distributing firms should be required to make 
a bona fide offering at the public offering price before selling their allotments at higher 
prices. 

7. Whether any action should be taken regarding problems arising under special circum 
stances: for example, where an underwriter who has a commitment to purecbase stock not 
subscribed through warrants or rights desires to purchase warrants in the market in order 
to cover current sales of stock and thereby to reduce the size of his commitment. 

8. Whether any other changes are appropriate in the Ccmmission’s present rules and 
interpretations regarding stabil’zing: for example. rule 426 under the Securities Act of 
1933, revulation X—9A6-—-1 under the Securities Exchange Act of 1934. rules X-—15C1-—-8 
and X—-17A—2 and Form X—17A—1 under the latter statute, and the opinions regarding 
stabilizing in Securities Exchange Act Releases Nos. 3505 and 3506 (11 Fed. Reg. 10986 
and 10987. sees. 241.3505 and 3506 (1943)). 

“1 Mr. HaLu. In view of the fact that this situation arose out of a stabilization of stock 
price on the market which you say is completely legal under the present law. and brought 
about this situation under which the public could be defrauded, have you made any recom- 
mendation as to any change in the rules to take care of situations like that? 

Mr. LuNp. We have not. What we did, sir, was this. We asked the entire public to 
make any comments to us they might care to make as to whether our stabilizing rule and 
procedure should be changed. I think Mr. Loss can verify this, that we got something-like 
five answers. 

Mr. HaLy. Have you made any recommendations to the effect that there be any changes 
made with respect to controls of any offering or stabilization on the stock market? 

Mr. Lunp. No, sir; we have not. (Transcript, p. 2823.) 





RELATIONSHIP OF FORMER COMMISSION PERSONNEL 


The subcommittee was in receipt of charges concerning undue in- 
fluence exerted upon the Commission and its staff in the handling 
and disposition of certain cases in which former members and former 
staff of the ¢ Commission appeared. Some of these charges were pre- 
sented in the form of sworn testimony before the subcommittee, in 
which instances the subcommittee heard replies from the individuals 
concerned as well as from the Commission. 

The importance of the question of any such influence cannot be 
gainsayed, for an agency entrusted with the duties, responsibilities, 
and powers so far-reac hing and significant as are those of the Com- 
mission, must be above the slightest suspicion of reproach. 

Within the limitations of time and of staff imposed upon it, the sub- 
committee diligently and carefully looked into this subject. 

In addition to the testimony before the subcommittee, there was 
available to it the report which the Commission made to a subcommit- 
tee of another committee,’ and voluminous special reports requested 
by this subcommittee on every phase of the Commission’s administra- 
tive and judicial proe eedings wherein any former member, or former 
employee, or firm in which either may have been connected, appeared.’ 
In all, the activity before the Commission of a total of 147 persons 
formerly connected with the Commission was studied.* 

It is obvious that the possibility has existed and is present for the 
exercise of influence wherever any individual formerly associated with 
the Commission or, for that matter, any similar governmental agency, 
returns in a representative capacity. It is a problem inherent in the 
very nature of the recruitment and separation of personnel. The fair 
and adequate solution of such problem, and the elimination or mitiga- 
tion of the potentiality for evil which lodges therein, however, is 
neither simple nor unramified, 

The Commission, itself, has continuously grappled with this subject, 
and early crystallized into its rules the following broad provision : 

Rule II (e) of the Commission's Rules of Practice provides: 

The Commission may disqualify, and deny, temporarily or permanently, the 
privilege of appearing or practicing before it in any way to any person who is 
found by the Commission after hearing in the matter— 

(1) not possess the requisite qualifications to represent others: or 


(2) to be lacking in character or integrity or to have engaged in unethical 
or improper professional conduct. 


1 Securities and Exchange Commission Report on Practice before the SEC by former 
officers and employees, 1946-50; Subcommittee No. 1, House Committee on the Judiciary, 
1951. 

27 As examples, for the last 5 years, or in some cases since the start of the Commis 
sion, all appearances in matters involving registration statements; regulation A filings 
broker-dealer applications, suspensions, and revocations: Public Utility Act proceedings : 
bankruptcy and reorganization proceedings : investment company registrations; fraud and 
criminal action cases: exchange member disciplinary actions. and the like. 

2 Admittedly, this does not cover all former personnel. as the requests generally were 
restricted only to employees in the higher grades and to all Commissioners and officers. 
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At the time of the adoption of this rule, the Commission issued the 
following statement regarding its application to former employees : 


Under the amended Rules of Practice any former member of the staff of the 
Commission who shall appear in a representative capacity in any matter, includ- 
ing an investigation conducted by the Commission, which was pending before the 
Commission during the period of his employment and with which matter he has, 
by virtue of his employment with the Commission, such familiarity as to be 
prejudicial to the proper conduct of the case, or in which matter he acted for the 
Commission in such a way as to make unethical his subsequent connection there- 
with, and any person employing the services of any such former member of the 
staff in such matters, without first obtaining the consent of the Commission, may 
be held to be lacking in proper professional conduct.* 


In addition the Commission adopted a policy concerning the nego- 
tiation by employees for private employment with persons having 
business before the Commission : 


The Commission considered the propriety of staff members seeking employ- 
ment with persons subject to the Commission’s jurisdiction, with particular 
reference to the efforts of members of the staff of the Publie Utilities Division to 
secure employment with registered public utility holding companies or their 
subsidiaries. The Commission adopted the following declarations of general 
policy : 

(1) No staff member shall seek employment with any person who then has 
pending before the Commission any matter upon which the staff member is or 
has been engaged. 

(2) A staff member who has, by submitting his resignation or otherwise, noti- 
fied his superiors of his intention to leave the service of the Commission may, 
without objection, seek employment with a person subject to the Commission’s 
jurisdiction provided that that person has no matter pending before the Com- 
mission on which the staff member is or has been engaged, and provided further 
that the staff member, after opening negotiations for employment, shall not there- 
after participate in the consideration of any matter affecting his prospective 
employer. When in any such case the prospective employer has recurring busi- 
ness before the Commission, the staff member shall keep his superiors currently 
advised of the progress of his negotiations for employment 

(3) A staff member shall not be precluded from seeking employment with a 
person subject to the jurisdiction of the Commission merely by reason of having 
participated in the consideration of matters affecting such person, provided the 
matters thus considered have been disposed of by the Commission and have no 
bearing on matters which may arise in the future.’ 


Though such rules and statement of policy were adopted, the sub- 
committee is convinced they have not been uniformly and earnestly 
applied. Numerous persons who had been connected with the Com- 
mission returned in a representative capacity in sundry appearances 
before the Commission or in discussions with its staff. 

The subcommittee believes that opportunities existed for such per- 
sons to exercise improper influence and to receive preferential treat- 
ment. To check on such activities is a time-consuming job requiring 
an investigatory staff which was not at the disposal of this subcom- 
mittee. Hence, we recommend that the relationship of the former 
commission personnel should be examined into very carefully. 

The subject was treated at some length during the subcommittee 
sessions with members of the Commission. In response to a direct 
question by Chairman Heller regarding the imposition of a prohibition 
upon “alumni” appearances in Commission matters, Mr. Donald Cook, 
Chairman of the Commission, expressed himself as follows: 


I will divide my views into two parts. First, my views on the merits and, 
secondly, my views on whether anything should be done apart from the merits. 


* Securities Act Release No. 1761, Securities Exchange Act Release No. 1759, Holding 
Company Act Release No. 1138, June 27, 1938. 
5 Commission minutes, June 14, 1939; recirculated to all personnel, March 22, 1951. 
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First, let me say that I believe the problem is one that is greatly exaggerated. 
I believe that if you were to talk to former employees of any agency, who left that 
agency and thereafter practiced before it, you would discover that they honestly 
and sincerely believe that they have a tougher row to hoe in connection with any 
matter which they handle than a man who has not been employed by that agency. 
I think the reason is that the people in the agency with whom they have to dea! 
are conscious of the fact they have got te be able to justify their actions at any 
time, perhaps in a public forum, and perhaps in an atmosphere which is one not 
conducive to placing the event in an impartial light, so that they lean over back- 
wards in their dealings with that former employee to make sure that whatever 
he gets in the way of favored treatment, favorable results from that agency, is 
something that will unquestionably stand up. And, I would say to you in all 
seriousness and frankness, that if I were not in the Government and I had prob- 
lems before a Government agency, I would choose a lawyer skilled in the par- 
ticular business, if he could be found, who had not theretofore had any connection 
with the particular agency. 

You do not know what enemies, for example, a former employee might have 
made. You do not know what all of the circumstances are that are operative, 
and I would rather have a good technician who had not been with the agency 
handle my problem and not have to worry about all kinds of extraneous things 
that might be operative. 

Now, therefore, so far as the merits are concerned, I believe the popular 
idea that former employees of an agency receive favored treatment is wholly 
erroneous. 

I believe that there are some cases which under any circumstances a former 
employee should have no connection with and should not be permitted to par- 
ticipate in. Those cases are in situations where the former employee received 
special knowledge of the facts of the case which would render his participa- 
tion on either side of the question inimicable to the interest of his former 
client, the United States Government. In those cases I believe it is not just 
a question of a 1-year bar or a 2-year bar. I believe it is a question of a per- 
petual bar. 

Now, you asked for brief comments, so I am not going to elaborate on this, 
although I have considered it a great deal and could elaborate on it 
extensively. 

Having said what I have, I nonetheless believe that from the point of view 
of an institution—and that I think it is fair to say is what the Securities 
and Exchange Commission is, and what these other agencies are—I think 
from the point of view of an institution, it is almost as bad to have people 
believe that there is something wrong in the appearance of a former em- 
ployee before his old agency as if there were actually something wrong. By 
that I mean to say that such a belief is damaging to the public position of an 
agency as that position is fixed in the minds of people who listen to the radio, 
who read the newspapers, who read the magazines, and who read the Con- 
gressional Record. 

That public position is of great importance to that agency and to the people 
who work for it; and if in any way that public position is disparaged as u 
result of a practice which is criticized extensively, whether that practice is 
deserving of that criticism or not, I feel that something should be done to 
eliminate the cause of that criticism, even though in the process you may work 
injustices upon the employees of that agency. 

I think that, if I may put it this way, as trustees for the institution we owe 
more to the institution than we owe to the individuals who, at any particular 
time, happen to be employed by it. 

Therefore, I personally believe that the question of the merits of this so- 
called alumni problem is entirely beside the point at this juncture. 

I believe that the criticism which has been directed at this Commission, 
whether fairly or unfairly, is something that we must all reckon with and 
something that those of us who have the power to do so ought to put an end 
to, if at all possible. 

Now, with that in mind, back in October of 1951, immediately upon the issu- 
ance of the Senate report by the Senate Committee on Ethics in Government, I 
obtained a copy of that report and forwarded it to our General Counsel's office 
and asked the General Counsel to study the recommendations of that committee 


and to advise me as to which of those recommendations, in the judgment of that 
office, the Commission might adopt. 
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You will see from that date that that oceurred prior to the time when I was 
Chairman of the Commission; that it occurred prior to the time that the name of 
our former Chairman was submitted to the Senate for confirmation in the posi- 
tion of Administrator of the Reconstruction Finance Corporation. 

I had a report back from the General Counsel's office, as 1 recollect, some time 
late in January. 

Mr. Hetier. That is 1952, then; is it? 

Commissioner Cook. 1952. Thereafter, I asked the General Counsel to prepare 
a draft regulation dealing with the matters we have been discussing this after- 
noon, Which draft regulation would then, as I contemplated, be circulated widely 
among the key employees of the Commission, as well as the Commissioners them- 
selves, for the purpose of getting their comments. And when that had been done, 
and those comments had been received, we would evaluate the material and 
present to the Commission the question of whether our present regulations should 
be amended, and if so, in what fashion.° 


Drafts of the proposed regulation, to which Chairman Cook re- 
ferred, dealing with the official conduct of present Commission mem- 
bers and employees and with practice before the Commission by former 
members and employees, were prepared, and circulated among the 
members and employees for comment. Such draft regulation, together 
with comments thereon, subsequently were made available to the sub- 
committee.’ 

Cursory examination of the comments on the proposed regulation, 
made by 82 of the Commission personnel, points up some of the diffi- 
culties in equitable resolution of the problem. While such replies 
practically unanimously indicate complete sympathy with the purpose 
sought to be achieved, they also raise questions about the practicality 
of the methods employed. Among such questions are differing opin- 
ions over the length of time following employment during which = 
individual would be barred from appearing in any representativ e 
pacity, the application to the one Commission and not uniformly i 
all Feder ‘al agencies, and sundry suggestions as to phraseology. A 
major question raised relates to the resulting problems of recruitment 
and of personnel separation were the regulation thus in effect. 

That this last problem is not idly raised is peculiarly evident in the 
case of the Commission, which for many years has had a steady attri- 
tion in the number of employees, partially through the self-liquidation 
of work under the Public Utility Holding Company Act, and more re- 
cently, and especially actutely, through - required reductions in force 
or involuntary separation proce edures. For example, with a total 
personnel at the end of fiscal year 1952 of 866, which is approximately 
half of the 1,723 as of June 1941, the Commission, as a result of the 
1953 appropriations, engaged in further reduction in force procedures 
in July as to 40 employees, and in October as to an additional 46. 
Arbitrarily to ban from private employment in the lines where such 


* Transcript, March 18, 1952. 

7 Letter from Mr. Cook to Chairman Heller, June 20, 1952. The proposed regulation 
appears herein as exhibit A to this section. 

The memorandum accompanying the circulation of the regulation describes it as 
“designed to implement as closely as is possible, in view of the special circumstances 
applicable to the Securities and Exchange Commission, the recommendations of the sub- 
committee of the Committee on Labor and Public Welfare, U. S. Senate, as set forth in its 
Report on Ethical Standards in Government. Pursuant to that report, a bill introduced 
in the Senate, S. 2293, is intended to establish “a code of official conduct of officers and 
employees in the executive branch."’ The proposed rules, accordingly, follow quite closely 
the provisions of S. 2293. Since the provisions of the Senate bill are very general in 
character, the proposed rules will have attached thereto as appendixes the existing 
regulations which cover a portion of the same subject matter. The footnotes in the pro- 
posed draft (which will not be published in the final regulation), describe suggested 
changes in the existing detailed regulations degisnated to make them conform more closely 
to the scope of S. 229: It is contemplated that these changes will be made simultaneously 
with the adoption of the proposed regulation and made public as appendixes thereto. 
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employees may be especially skilled either from experience gained with 
the Commission or from pre-Commission aptitude and specialty, solely 
by reason of the employer having business with the Commission, mani- 
festly could be conducive of unjust treatment of those whose separa- 
tion from the Commission results from no action or choice of their 
own. 

Such comment is not here inserted for the purpose of argument 
against the desirability of some sort of rule or statute carrying out the 
intent of the theory prompting such proposed legislation as that con- 
tained in section 105 of S. 2293, that influence or appearance of in 
fluence is more likely to be involved in the practice of a high-ranking 
Government official appearing before the agency with which he was 
connected, than in other areas of practice be fore the : agency. On the 
contrary, the subeommittee fully endorses such laudable purpose. 
It merely wishes to sharpen up some of the problems which are in- 
volved, especially in a time when the dictates of the need for adequate 
national defense may prompt or permit lesser portions of the Govern- 
ment’s income to be made wvaltible for nondefense agencies, with 
ensuing curtailment of their personnel. 

The subcommittee is fully cognizant of the problem here involved, 
and of the need for some solution. It is not yet certain of the exact 
character or form which such solution should take. It is of the same 
Gpinion, however, as that expressed by the entire committee in con- 
nection with recent legislation dealing with the Federal Communica- 
tions Commission * that whatever ultimately might be determined 
upon should possess more or less equal applic ability to all of the regu- 
latory agencies under the committee’s aegis, and, indeed. to all” of 
the independent agencies and departments of the executive branch. 
It heartily recommends, therefore, further consideration on the part 
of the appropriate committees of both Houses, looking toward an 
over-all solution of this problem. 


ExnHisit A to THIS SECTION 


MEMORANDUM 








To: The heads of all divisions, offices, and all regional administrators. 
From: The Chairman. 


Attached are draft copies of a proposed regulation which the Commission 
has before it for consideration dealing with the official conduct of present 
Commission members and employees and with practice before the Commission 
by former members and employees. 

The regulation, composed of three rules, is designed to implement as closely 
as is possible, in view of the special circumstances applicable to the Securities 
and Exchange Commission, the recommendations of the subcommittee of the 
Committee on Labor and Public Welfare, United States Senate, as set forth in 
its Report on Ethical Standards in Government. Pursuant to that report, a 
bill introduced in the Senate, S. 2293, is intended to establish “a code for official 
conduct of officers and employees in the executive branch.” The proposed rules, 
accordingly, follow quite closely the provisions of S. 2293. Since the provisions 
of the Senate bill are very general in character, the proposed rules will have 
attached thereto as appendixes the existing regulations which cover a portion 
of the same subject matter. The footnotes in the proposed draft (which will 
not be published in the final regulation) describe suggested changes in the existing 
detailed regulations designated to make them conform more closely to the scope 


*H. Rept. No. 1750, 82d Cong., April 8, 1952, re S. 658 


, Communications Act Amend- 
ments, 1952, p. 21. 
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of S. 2293. It is contemplated that these changes will be made simultaneously 
with the adoption of the proposed regulation and made public as appendixes 
thereto. 

Bach division head, head of an office, and regional administrator is directed 
to circulate copies of the proposed regulation to all persons who are presently 
affected by proposed rule 2 (b), including individuals presently in the grade of 
GS-13 and 14 but not holding a position of head of an office, since such individuals 
may become subject to the special provisions of proposed rule 2 (b) upon 
advancement. 

It is requested that each person to whom the proposed regulation is submitted 
shall prepare written comments of his views on the entire regulation. These 
comments, together with a memorandum from the head of each office or division 
presenting his own views and summarizing the comments submitted by his 
subordinates, shall be forwarded to this office no later than 2 weeks from the date 
appearing on this memorandum. 


REGULATION WitH RESPECT TO OFFICIAL CONDUCT AND WITH RESPECT TO PRACTICE 
BEFORE THE COMMISSION BY FoRMER MEMBERS AND EMPLOYEES OF THE 
COMMISSION 


RULE 1. General description of improper official conduct 
(a) It is deemed improper official conduct for a member or employee of the 
Commission to— 

A. Engage, directly or indirectly, in any personal business transaction or 
private arrangement for personal profit which accrues from or is based 
upon his official position or authority or upon confidential information which 
he gains by reason of such position or authority ; 

Bb. Accept, directly or indirectly, any valuable gift, favor, or service from 
any person with whom he transacts business on behalf of the United States: 

(. Discuss or consider future employment by any person outside the 
Government with whom he is transacting business on behalf of the United 
States ; 

I>). Divulge confidential commercial or economic information to any un- 
authorized person, or release any such information in advance of the time 
prescribed for its authorized release; 

E. Become unduly involved, through frequent or expensive social engage- 
ments, With any person outside the Government with whom he transacts 
business on behalf of the United States; or 

Fk. Act in any official transaction which affects chiefly a person (1) b¥ 
whom he has been employed or with whom he has had any significant 
economic interest within two years prior to the time of such transaction or 
decision, or (2) with whom he has any significant economic interest at the 
time of such transaction or decision. 

(6b) Paragraph (a) hereof is subject to the following qualifications: 

A. Qutside or private employment by employees of the Commission is 
regulated in more detail by Appendix A hereto." Such professional writings 
or teaching activities as the Commission may specifically authorize shall 
not be deemed prohibited by paragraph (a) A. Employees’ inventions and 
patents are subject to Executive Order 10096. 

B. Negotiations with respect to future private employment are subject 
to the specific requirements set forth in Applendix B.? 

C. Subparagraph F of paragraph (a) is not intended as a comprehensive 
description of the circumstances under which members of the Commission 
or employees should refrain from acting in official matters because of a con- 
flicting personal interest, nor to deal with the problem of when it may be- 
come necessary in the interest of the Government to act notwithstanding a 
conflicting personal interest. A prior interest as a security holder, other 
than in a family or close corporation, shall not in itself be deemed a signifi- 
cant economic interest. Employees’ securities transactions and the pro- 
cedure relating to the determination of whether an employee’s interest 


1 Office memorandum, dated February 14, 1949, continued in effect without change. 
? Memorandum of June 14, 1939, continued without change, except for omission of intro- 
ductory statement referring to the 1935 act. 





STUDY OF THE SECURITIES AND EXCHANGE COMMISSION 123 


should disqualify him from acting in a particular matter is governed by Ap- 
pendix C. 


Rue 2. Appearances by former members and employees of the Commission 

(a) No former member or employee of the Commission shall— 

A. at any time appear before the Commission in connection with any 
ease or other matter with which he was directly connected while a Com- 
missioner or employee; or 

B. at any time participate in the preparation of any such case or other 
matter. 

In determining whether a former member or employee was as such “di- 
rectly connected with a matter,” the Commission will be governed by whether 
the former member or employee of the Commission acquired by virtue of 
his employment with the Commission such familiarity with the matter as to 
make the contemplated activity on his part prejudicial to the proper conduct 
of the case, or otherwise unethical. 

(b) No former member of the Commission or former employee who was the 
head of any division or office, or held the grade of GS-15 or above, shall for a 
period of [two] years after the termination of his service as such appear in 
person before the Commission as the employee or representative of any person 
outside the Government in any matter arising under the Holding Company Act or 
Investment Company Act or in connection with any investigation or proceeding 
under any other Act which had been instituted by the Commission or was antic- 
ipated at the time of such employment or retainer. This paragraph shall not be 
deemed to preclude— 

A. participation as a member of a law or accounting firm or otherwise in 
the preparation of a case or other matter with respect to which someone 
else has both the primary responsibility and makes all appearances in 
person ; 

B. such communications with the Commission as may be incidental to 
participation in litigation involving the Commission, includng proceedings 
subject to Chapter X of the Bankruptey Act ; 

C. appearance as a witness, or in informal conferences, as an officer or 
employee of a company responsible for taking corporate action which is sub 
ject to investigation or regulation under any Act administered by the Com- 
mission, if the primary duties of the person so appearing are not to represent 
the company in transactions before the Commission. 

(c) Appearance before the Commission for the purpose of this rule includes 
appearance before, and communication with, any member or employee thercof. 

(d) Any former member or employee of the Commission who, within two years 
after ceasing to be such, is employed or retained as the representative of any per 
son outside the Government, either to appear before the Commission or to par 
ticipate in connection with a matter in which some other person is to appear be 
fore the Commission, shall, within ten days of such retainer or employment, file 
with the Secretary of the Commission a statement as to the nature thereof 
together with any desired explanation as to why it is deemed consistent with 
this rule. Employment of a recurrent character may be covered by a single com 
prehensive statement. Persons in doubt as to the applicability of this rule may 
apply for an advisory ruling of the Commission. 


RuLge 3. Participation in violation of Rules 1 and 2 


Knowing participation in a violation of this regulation by persons not within 
the scope of Rules 1 and 2 shall likewise be deemed improper conduct and in 
contravention of Commission rules. 


° Office memorandum No. 51—-F continued with the following change: 

“Any employee assigned to work on any application, tiling, or matter of a company in 
which securities are owned by the employee or in respect of a matter in which he may 
have a personal interest, shall immediately advise the Division Director or Regional Admin- 
istrator of the fact. Division directors and regional administrators are authorized to 
direct the reporting employee to continue with the assignment in question where this 
appears in the interest of the Government, taking into account the nature of the employee's 
interest, the extent that his activities will be supervised, and the dificuly of assigning the 
matter to some other employee. Where the employee in question is not relieved of the 
assignment, his written report concerning the nature of his interest shall be forwarded to 
the Director of Personnel with a notation that he has been directed to continue the assign- 
ment together with such explanation, if any, as may seem appropriate. In the event that, 
a Division director or regional administrator deems that he has, himself, such personal 
interest in a transaction as may raise a question as to his disinterestedness, he may 
delegate his responsibility in the matter to a subordinate, but in that event shall submit 


a brief memorandum of the circumstances to the Director of Personnel.’ [New matter in 
italics. ] 
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SEC PERSONNEL 


The Commission advised the subcommittee that its staff has been 
repeatedly and drastically reduced since 1941. In that year, which 
represented the peak of the Commission’s personnel, employment 
averaged 1,723 man-years. Asa result of a further cut in appropri- 
ations for the current year, the Commission has stated that it has 
been compelled to discharge additional employees and to abstain from 
filling vacancies until average employment reaches 807 man-years. 
This means an over-all cut of over 50 percent during the 11-year 
period. As a consequence, the Commission has advised the subcom- 
mittee that it cannot adequately perform the duties imposed on it by 
the Congress in the seven important statutes which it is charged to 
administer. The Commission believes that approximately 1,100 em- 
ployees are needed if investors are to have the minimum amount of 
protection to which they are entitled. 

This subcommittee does not have sufficient facts to evaluate the 
Commission’s claims, although we recognize it is not uncommon for 
Federal agencies to allege inadequate personnel as the reason for 
failing to carry out their statutory duties. We think some means 
must be devised to eliminate excuses of this character as a basis 
for failing to give the public the protection which the law intended. 
Consequently, the subcommittee believes that the allegations of “help 
shortages” by the Commission should be carefully and thoroughly 
studied. 

On the other hand, the subcommittee has some reservation whether 
the Commission most efficiently has utilized the personnel which it 
has had for most effective administration of the several statutes. This 
is especially true in the instance of the work under the Public Utility 
Holding Company Act of 1935. Although this statute was contem- 
plated as largely being self-liquidating, here after 17 years the sub- 
committee finds many cases yet not disposed of and substantial per- 
sonnel still assigned to such work. While it well can be appreciated 
that in the early years during the pendency of definitive court de- 
cisions, and subsequently during the war years, there may have been 
valid reasons for some tardiness in the achievement of the ends sought 
by the act, it would appear that the Commission’s pursuit and clean- 
up of this work since the end of the war has been most dilatory. A1- 
though assurances continually have been given the committee by the 
Commission, starting as far back as 1947, that the work would be prac- 
tically consummated within 2 or 24% years, this eventful target seems 
farther away than ever. Of course, had this work been actively and 
energetically carried along, many more positions today, even under 
the stated restricted budget, would have been available for under- 
taking some of the other assignments of the Commission, such as the 
complete examination of registered broker-dealers, which have been 
neglected. 

There are other evidences of internal lack of coordination, between 
Divisions and between regional and home offices, of duplication of 
effort, such as preparation of legal actions in the field and in Wash- 
ington, and similar areas in which reexamination of past practices and 
tightening up of procedures well may assist in meeting the Commis- 
‘sion’s personnel problem. Some of these are commented upon under 
the various captions of this report. 
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TENURE OF SEC COMMISSIONERS 


The subcommittee is concerned with the rapid turn-over of the 
Commissioners which has taken place at the SEC. In the 18-year 
period of its existence, the Commission has had 26 members. Of the 
21 members no longer with the Commission, only 5 members (7 mem- 
bers if present Commissioners are included) served for a period of 5 
years or longer, another 6 members completed appointments to unex- 
pired terms ranging from 1 to 4 years, and 9 members did not com- 
plete their first appointment, whether for a full 5-year term or less. 

Of the 21 Commissioners who have left the SEC, 7 were appointed 
to other positions in the Federal Government (3 to judicial pe and 
4 to positions in the executive branch of the Government). One mem- 
ber resigned to become a justice of a State supreme court, and one 
Commissioner died in office. Twelve members left to accept posi- 
tions in private industry or private practice. Many of the former 
Commissioners who turned to private practice, or their firms, have 
participated in SEC matters. 

Only 7 of the 26 members appointed to the Commission have served 
for a period of at least 5 years. ‘The average tenu e of the present 
Commissioners is 35 months. 

In the years following the creation of the Commission in 1934, the 
scope of its duties has been increased greatly as new laws were en- 
acted by the Congress and delegated to the Commission for adminis- 
tration and enforcement. The broad statutory standards prescribed 
in the laws, the sensitive nature of the securities markets, and their 
great influence on our national economy, require the exercise of sound 
judgment by the Commission, based on experience and knowledge, for 
the proper administration and enforcement of the statutes. To 
achieve this end, the appointees should either be familiar with the reg- 
ulation of the statutes and the securities industry when they take oftice, 
or remain on the Commission for a sufficient period of time to acquire 
such familiarity. Unfortunately, this has not always been true. 

We do not look with favor upon the rapid turn-over of Commis- 
sioners, especially when shortly after their resignation they return to 
practice before the very agency whose laws they sought to admin- 
ister. We recommend that the Congress give careful study to this 
problem in order that a greater degree of stability on the Commission 
“an be achieved. 
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CANADIAN STOCK FRAUDS 


Over the past 15 years one of the most important enforcement prob- 
lems in the field of securities regulation has related to the frauds 
perpetrated upon American investors by a group of stock promoters 
in Toronto, Canada, operating in open and willful defiance of our 
securities laws. This unser upulous group was successful in extracting 
millions of dollars each year from investors in all parts of the United 
States. 

Deeply concerned with this problem, the subcommittee placed this 
subject high on the agenda for study. However, during the course of 
our hearings, the Commission advised the sube ommittee that negotia- 
tions were nearing completion on a supplementary extradition con- 

vention between the United States and Canada which would virtually 
eradicate this evil. This supplementary convention was, in fact, 
ratified on July 11, 1952. It is the belief of the Commission that, 
at the present time, the mail order and telephonic promotions by this 
group of Toronto stock pushers, which flourished in the past and 
were the source of the frauds, are virtually nonexistent. 

‘The subcommittee feels that the ratification of this treaty is a step 
in the right direction and it hopes that the Commission sr continue 
to pursue this problem carefully in order that these fraudulent 
practices may eventually be completely eliminated. 
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PRIVATE OR DIRECT PLACEMENTS 


Growth of private or direct placements 

More than $22 billion of new corporate securities, virtually all 
bonds, notes and debentures, were sold during the 18-year period, 
1934-51, without resorting to the public “upital markets and without 

registering these securities with the Securities and Exchange Com- 
mission. Almost three-fourths of this amount was sold in “the last 
7 years. In 1951 alone a record of $3.4 billion of debt issues, or 
about 59 percent of the total new corporate debt financing during that 
year, were sold in the private ‘apital markets. Such transactions, 
known as “private” or “direct” placements have shown a startling de- 
velopment in recent years. These transactions have been exempted 
from registration under section 4 (1) of the Securities Act of 19332 

When the Congress passed the Securities Act of 1933, private 
placements were relatively unknown. Somewhat less than 3 per- 
cent of all securities offerings were placed privately in the period 
1900-33.2. The Congress therefore could not have foreseen the de- 
velopments to date when tremendous bond offerings amounting to bil- 
lions of dollars each year, and totaling over $22 billion since 1934, 
are not being registered. 

Deeply concer rned with this problem, the subcommittee held 2 days 
of public hearings last May and gathered considerable data bearing on 
the private placement of corporate securities. 

Mechanism of private placements 

Instead of distributing their new securities in the traditional man- 
ner, namely, selling them to investment bankers who in turn resell to 
investors, corporations now negotiate directly with one or a few in- 
stitutional investors, and contract with them for the sale of such se- 
curities on terms mutually agreed upon. The negotiations may or 
may not be handled through the intermediar y of an investment banker. 
2 recent SEC study shows that investment bankers served as agents 

r finders for approximately 50 percent of all private sales the re- 
euiader being effectuated directly between the principals. A public 
offering of the securities and registration with the Securities and Ex- 
change Commission are therefore not made. The institutional in- 
vestors are primarily life insurance companies, but pension funds, 
trust funds, investment trusts, etc., participate to a limited extent. 


1 Sec. 4 (1) of the Securities Act of 1933 provides as follows: 

“Sec. 4. The provisions of section 5 shall not apply to any of the following transactions: 

(1) Transactions by any person other than an issuer, underwriter, or dealer; trans- 
actions by an issuer not involving any publie offering: * * = *," 

It is under the administrative interpretations of the phrase ‘‘transactions by an issuer 
not involving any public offering’ that securities sold privately have been exempted from 
registration. 

SEC, Division of Trading and Exchanges, Privately Placed Securities, Cost of Flota- 
tion, 1952. 
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Bond holdings of life insurance companies by method of acquisition 

The largest purchasers of these private placements are life insur- 
ance companies which have been under tremendous pressure to find 
investment outlets for their funds. Their combined assets amounted 
to over $68 billion at the end of 1951 and were increasing at a rate in 
excess of $4 billion a year. In 1949, life insurance companies ac- 
quired 90 percent of the total amount of corporate bonds sold privately, 
and in 1950, they acquired 83 percent of the total. Banks took an 
additional 5 percent of the total in 1949 and 12 percent in 1950. 

Data submitted to the subcommittee by the Life Insurance Associa- 
tion of America show that at the close of 1951, 28 life companies, rep- 
resenting 85 percent of the assets of all United States legal reserve life 
insurance companies, held in their investment portfolios over $25.5 
billion in railroad, utility, and industrial and miscellaneous corpo- 
rate bonds. Of this amount, $14.5 billion or 62 percent. was acquired 
by the direct placement method, the remainder having been acquired 
through the channels of public offering. With respect to the bond 
holdings of industrial and miscellaneous business enterprises, these 
28 life companies held $11 billion in bonds, 89.5 percent of which was 
acquired by direct purchases from the issuing companies. (See table 
No. 1.) 


TABLE 1—Corporate bond holdings of 28 life insurance cOompanics as of Dec. $1, 
1951, by methods of acquisition 


{Dollar amounts in millions] 


Method of acquisition 


Type of obligation Private purchase Public offering Total 


Amount |Perecent) Amount |Percent) Amount | Percent 


Railroad $443. 5 15.0 | $2, 518. 85.0 | $2, 962.2 | 100 

Publie utility , 255. 44.2 5,381.7 | 65.8) 9,636.7 100 

Industrial and miscellaneous 9, 821. ! 89. 5 1, 156, 4 10.5 | 10,977.8 | 100 
7 


Total. - _. | 14,520.0| 61.6 | 9,056, 38.4 | 23, 576. 100 


Note.—Valuation basis is cost, not book value. Components may not add to totals due to rounding. 


Source: Life Insurance Association of America. 


Also coveting private placements are investment trusts with assets 
amounting to $5.6 billion as of June 30, 1951, and increasing at the 
rate of $1 billion a year, noninsured trusteed pension funds with 
assets estimated at almost $6 billion, and also increasing at a rate of $1 
billion a year, other trust funds and institutional investors, also having 
a large accumulation of funds to invest. 

Bond purchases by insurance companies in 1949-51 

In response to a questionnaire of the subcommittee, 21 life insur- 
ance companies with assets of $48 billion, or 70 percent of the total 
assets of all life companies in the United States, stated that in the 3 
years, 1949-51, they acquired by direct placement nearly 2,500 debt 
issues aggregating “nearly $7 billion. (See table No. 2.) The four 
largest life companies, namely, Metropolitan, Prudential, Equitable 
(New York) and the New York Life acquired debt securities valued 
at $5 billion or 71 percent of the total dollar amount of all privately 
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placed issues with the 21 companies. More than three-fourths of the 
individual loans made by these four companies were in amounts in ex- 
cess of $5 million each. 

The next 7 life companies acquired $1.8 billion of debt securities or 
26.6 percent of the total. The 10 smaller companies acquired only 
$176 million of debt issues or 2.5 percent of the total. None of these 
10 companies had made individual loans in excess of $2 million. 

The 21 companies acquired in the 3 years, 1949-51, $115.6 million in 
preferred stock of which 59.4 percent was purchased by the four largest 
companies. No common stock investments were reported. 


TABLE 2.—Direct placement acquisitions of debt securities by 21 United States 
life insurance companies during 3 years, 1949-51, combined 


{Dollar amounts are in millions of dollars] 


Total loans, 1949-51 


Combined 
assets, 
4 ome , ec. ¢ 95 Numbe 
Group of life-iasurance com- Range in assets, Dec. 31. 1951 Nunes of Amount 

panies total ee 
.—. Percent Num- | Percent, », Percent 
g ots , 
Total oftotal) ber (of total Potal of total 
4 largest companies ! aa Over $5,000 ___ $31, 625 65. 9 810 32.6 | $4,944 70.9 
Next 7 companies ? ..| $900 to $3,250 13, 865 28.9 1, 228 49.4 1, 855 26. 6 
Next 10 companies 3 $70 to $450 2, 495 5.2 449 18. 0 176 2.5 
Total, 21 companies ’ 47, 985 100. 0 2, 487 100. 0 6, 975 100. 0 


i Metro olitan Life Insurance Co.; The Prudential Insurance Co. of America; Equitable Life Assurance 
Society of the United States; New York Life Insurance Co. 


?John Hancock Mutual Life Insurance Co.; Northwestern Mutual Life Insurance Co.; Mutual Life 
Insurance Co. of New York; Aetna Life Insurance Co.; Massachusetts Mutual Life Insurance Co.; Penn 
Mutual Life Insurance Co.: Connecticut Mutual Life Insurance Co. 

‘ Bankers Life Insurance Co. of Nebraska; Columbian National Life Insurance Co.; Continental Ameri- 
can Life Tisurance Co.; Equitable Life Insurance Co. of lowa; Guardian Life Insurance Co. of America; 
Jefferson Sta rdard Life Insurance Co.; Kansas City Life Insurance Co.; Liberty National Life Insurance 
Co.; Pacific Mutual Life Insurance Co.; State Mutual Life Assurance Co. 

Source: Replies of 21 life-insurance comp: nies to questionnaire dated Apr. 21, 1952, of the SEC Sub- 
committee of the House Interstate and Foreign Commerce Committee. 

A more striking picture of the bond purchases made by life com- 
panies is obt: ained by viewing their purchases in 1951. Last year 28 
life companies having nearly 85 percent of the assets of all ‘United 
States legal rese rve life-insurance companies acquired nearly $4 billion 
in bond issues, 87 percent of which was obtained by the private place- 
ment method, and 13 percent was purchased in the open market. Of 
these acquisitions, $2.9 billion consisted of industrial and miscellane- 
ous types of business issues and 94 percent of this amount was obtained 
by direct placement. Almost $900 million of the acquisitions were in 
public-utility bonds and 68.4 percent of this amount was acquired 
by direct purchase from the issuing company. About $249 million 
consisted of railroad issues of which 73.6 percent was acquired by 
direct purchase. It is to be noted that the lower volume of private 
financing by public utilities and railroads reflect competitive bidding 
requirements which deters much private financing. 

Criteria for making loans 
The replies to the subcommittee’s questionnaire indicate that direct 


loans have been made to virtually all types of businesses, including 
industrials, railroads, utilities, financial companies, and gov ernmental 
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subdivisions. The general purposes for which loans were made were, 
as in the case of publicly offered issues, to finance construction, in- 
crease working capital, refund outstanding securities, repay loans, 
pay taxes, and to provide funds for general corporate purposes. 

There appears to be no over-all minimum or basic standards applied 
by the insurance companies in the consideration of direct-placement 
loans. Each application for a loan is appraised for the borrower’s 
ability to pay interest and principal and is tested for compliance 
with the applicable State laws governing the acquisition of invest- 
ments. In other words, each loan is considered on its own merits. In 
the period 1949-51, 52 percent of the direct placements by number of 
issues and 57 percent by total dollar amounts involved transactions in 
which more than one insurance company participated. 

Resale of privately purchased securities 

While it is undoubtedly true that institutional investors buy se- 
curities with the intention of holding them to maturity, some of these 
securities are nevertheless resold when better opportunities for invest- 
ment present themselves. Of particular importance are the resales 
of securities purchased privately which were not registered with the 
Securities and Exchange Commission. Such resales, whether to other 
institutional investors or to the public, likewise, are exempted from the 
registration requirements of the Securities Act of 1933. 

At the request of the subcommittee, the Life Insurance Association 
of America made a study of the extent of resales of private placements 
by life-insurance companies. The association obtained data from 16 
major life companies for the period 1934 to 1951, inclusive. These 
companies accounted for 73 percent of the assets of all United States 
life companies at the close of 1951. 

In the 18-year period covered by this study, these 16 companies had 
ene by direct. purchase $20 billion “e securities and had resold 
some $243 million of such securities, or 1.22 percent of the totai ac- 
quired. 

The Life Insurance Association classified the resales in the following 
categories : 

Came A five million dollars consisted of municipal issues, ~ 
million of railroad issues, $111 million of utility issues, and $ 
million of industrial and miscellaneous issues. 

Almost $38 million of the securities resold consisted of obliga- 
tions of railroads, political subdivisions, and nonprofit institu- 
tions, which are not required to be registered under the Securities 
Act of 1933 even when publicly offered. Another $140 million 
of the resales were sold to other institutional investors, such as 
other insurance companies, pension funds, and banks. Seven 
million dollars of securities were sold to brokers who subsequently 
sold them back to the issuing companies. Another $7.5 million 
of securities consisted of debentures and preferred stock which 
were convertible into shares listed on the New York Stock Ex- 
change. Almost. $8 million of securities resold were parts of is- 
sues which had initially been offered through public underwriting 
and thus had been registered. The baience of $43 million of se- 
curities resold could not be reclassified into the above categories; 
however, the association believed that these securities also were 

acquired by institutional investors. 
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Suggestions for legislation 

Several suggestions were presented to the subcommittee to deal 
with the problems created by private placements. One suggestion 
is that the e ‘xemption now provided in the Securities Act be eliminated, 
and that all securities be required to register, whether they are offered 
publicly or privately. It is hoped that by putting all new issues 
through the registration process, many more new securities would be 
offered publicly, since the avoidance of registration would no longer 
be an incentive for private placements. 

Insurance industry spokesmen argue that there is no need for the 
compulsory registration of private placements. The insurance com- 
panies, they say, do not need the full disclosure requirements of the 
1933 act for their protection. They are equipped with an expert staff 
of investment analysts and are fully capable of getting all the facts 
from the issuer, necessary to make an informed judgment about the 
securities. Direct purchases, they claim, are valuable to both business 
and institutional investors, and there is no need to upset existing 
practices. However, some leaders in the industry will admit that 
there are - important problems which have to be dealt with notably, 
the problem of getting an equitable distribution of new issues to all 
investors. Apparently, medium and small insurance companies, uni- 
versities, trust funds, pension funds, banks, and other institutional 
investors, are not getting a fair share of the high-grade bonds which 
are now being placed privately. 

Another suggestion presented to the subcommittee is that the Com- 
mission’s registration procedure be very much simplified and accel- 
erated and made less costly for high-grade bonds in order to encourage 
the registration of these securities without making registration com- 
pulsory. A third suggestion is that the Securities Act be amended 
so as to permit the immediate issuance of senior securities to those 
already listed on a national exchange and the immediate issuance of 
those securities which are subject to the approval by Federal and 
State regulatory bodies. A fourth suggestion is that securities pri- 
vately placed should be registered with the SEC in the event of resale.’ 
Recommendation 

The subcommittee is unable at this time to appraise the merits of 
the proposals presented to it. In view of the phenomenal growth of 
private or direct placements, and after careful consideration of all the 
testimony on this subject, your subcommittee is of the opinion that the 
entire committee, or a subcommittee thereof, should promptly give 
further study to the over-all problem of the private or direct place- 
ments of corporate securities, including the effect of the section 4 (1) 
exemption of the 1933 act in relation to the present investment policies 
of institutional investors. We recommend that the Securities and 
Exchange Commission make a factual study of this problem and report 
such findings and conclusions to the committee for its consideration. 


*For details on these suggestions see discussion on legislative proposals elsewhere in 
this report. 





MISSING SECURITY HOLDERS 


As a result of corporate reorganization proceedings, unclaimed 
corporate securities and cash valued at millions of dollars are being 
held by banks, trustees, corporations, courts, ete., because the where- 
abouts of the security owners are unknown. A special report of 
the Securities and Exchange Commission, issued on March 17, 1952, 
listed securities valued at $25 million which are at present required to 
be exchanged or redeemed for cash or new securities as a result of 
corporate reorganizations under chapter X of the Bankruptcy <Act 
in which the Commission has pi articipate d and under section 11 of the 
Public Utility Holding Company Act. This list did not include re- 
organization cases in which the Commission has not participated. 
Hence, the value of unclaimed securities outstanding today is con- 
siderably in excess of $25 million. 

Many exchanges are required by plans of reorganization and by 
court decree to be effected on or before a specified date. After this 
“bar date” has passed, the old securities may become completely worth- 
less and these funds may be lost to investors forever unless they take 
prompt action to claim their rights. 

In the Associated Gas & Electric case, for example, the reorganiza- 
tion plan originally provided 5 years in which securities entitled to 
participate could be be exchanged for new securities. The Commis- 
sion, the reorganization court, and the reorganized company made 
persistent efforts to locate govt? entitled to receive the new secu 1- 
ties, but securities valued at over $7,000,000 had still not been claimed 
toward the end of the 5-year period. Further steps were then taken, 
including the retention of professional tracing services, an extension 
of the bar period, and the sending of a letter by the Commission itself 
to all participating security holders at their last known addresses. 
These further efforts resulted in tenders in exchange for an additional 
$4,500,000 of new securities. 

In addition to missing security holders arising out of corporate re- 
organizations, there is an untold number of security holders of active 
corporations who fail to receive dividends, interests, and the principal 
amount of bonds at maturity because their whereabouts are unknown. 

In a reorganization, the number of missing security holders who 
will be located in time to participate depends somewhat on the time 
allowed and the efforts used to locate them. Ordinarily a company 
in reorganization has no incentive to spend money to locate missing 
claimants. On the contrary, it may benefit to the extent that securities 
go unclaimed. Thus, under chapter X, the funds or securities not 
claimed before the bar date are required to be turned over to the 
debtor, or to the new corporation to which the assets of the debtor are 


1 SEC, Securities Required To Be Exchanged for Cash or New Securities, Pursuant to 
the Public Utility Holding Company Act of 1935 and Chapter X of the Bankruptcy Act, 
March 17, 1952. 
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transferred, except that where an outside interest purchases the prop- 
erty of the debtor, as at an auction sale, the unclaimed proceeds of 
such sale may be distributed among the old security holders. Similar 
practices have been followed under the Holding Company Act. 

The Commission has taken an active interest in the problem of find- 
ing missing security holders. It has adopted a policy of urging 1mme- 
diate action after the effective date of the reorganization plan to 
notify the security holders to make the required exchange. It has 
recommended publication of notices in financial and other papers and 
the sending of notices by registered mail to the last known address 
of security holders. In Yecent years, since professional tracing serv- 
ices have become interested inthis field, the Commission has been 
active in urging the employment of such services where other efforts 
to notify security holders have failed to obtain a full response. The 
Commission has suggested that the order of confirmation or final 
decree or even the plan itself incorporate provisions requiring such 
action to be taken by the trustee, the exchange agent, or reorganized 
company. 

In spite of everything that can be done along these lines, instances 
still occur in which holders present their securities after the bar date 
has passed and are thereby precluded from any participation. ‘The 
problem is not usually a large one compared to the total amount of 
securities involved in the reorganization, but there is a problem of 
hardship on particular individuals. Unfortunately, it is quite likely 
that those individuals who can least afford to lose their investments 
may be the very ones who are mostly affected. 

Accordingly, the subcommittee recommends that the Securities and 
1D XC hange ( ‘ommission be aut horized and dire CTE «| to mi: ake a com pre- 
hensive study and report to the Congress with respect to the advisa 
bility of amending existing statutes or statutory procedures to provide 
that a corporation, active or in liquidation, must show due and diligent 
effort in tracing the whereabouts of missing security holders. Such 
a study should include the possibility or desirability of providing for 
the escheat of unclaimed funds to the Federal Government. 








COMMISSION’S PARTICIPATION IN CORPORATE 
REORGANIZATIONS 


Under chapter X of the National Bankruptcy Act, the Commission 
has the duty to serve as adviser to United States district courts in 
connection with proceedings for the reorganization of debtor corpora- 
tions in which there is a substantial public interest. It acts in a 
purely advisory capacity either at the request of or with the approval 
of the courts. The facilities of the staff and its impartial recom- 
mendations are placed at the service of the judge and security holders, 
affording them the views of disinterested specialists in a highly com- 
plex area of corporate law and finance. 

This subcommittee endeavored to obtain the opinions and views of 
judges who have particular knowledge of the manner and effective- 
ness with which the Commission and its staff have performed their 
duties under chapter X. Accordingly, the subcommittee solicited 
and received the opinions of 22 judges of district and appellate courts 
throughout the United States, before whom the Commission has 
appeared with some frequency. 

The judges’ replies reveal a uniform belief that the Commission 
has been very helpful to the courts in reorganization cases. The per- 
sonnel representing the Commission was found to be well informed, 
capable, and highly skilled. Many of the judges were impressed 
by and valued the Commission’s comprehensive : advisory reports and 
recommendations. ‘The Commission was reported to be ‘diligent in its 
function of protecting the rights of the various security holders, and 
beneficial to all parties concerned. Accordingly, the subcommittee 
commends the Commission for the effective and able manner with 
which it has carried out its duties and responsibilities under chapter X 
of the Bankruptcy Act. 

The following letters typify the judges’ opinions. 

UNITED STATES CourT OF APPEALS, 
New York City, May 20, 1952. 
Hon. Louts B. HELLER, 
House of Representatives, 
Washington, D. C. 


My DraAr CONGRESSMAN: I have had occasion to see much of the work of the 
Securities and Exchange Commission since it was set up as many of its decisions 
have been on review by this court. Irrespective of some differences of opinion 
which have existed in the case of some of our adjudications, I think the Com- 
mission has shown itself to be an effective arm of the law and to have been a 
great help to the courts in investigating pending reorganizations. 

Sincerely yours, 
Aveustus N. HAND, 
Circuit Judge. 
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Untrep States Distrricr Court, 
EASTERN District OF PENNSYLVANIA, 
Philadelphia, May 14, 1952. 
Hon, Louis B. HELLER, 
House of Representatives, Washington, D. C. 

Deak Mr. Heiter: I have your letter of May 9 requesting a statement of my 
views on the usefulness of the Securities and Exchange Commission in reorgani- 
zation proceedings. I had a number of these proceedings some years ago, but I 
do not remember any in the last 2 or 3 years in which the Securities and Exchange 
Commission participated. However, I have no hesitation at all in saying that 
I have found the assistance of the Securities and Exchange Commission in reor- 
ganization proceedings to be of the greatest value to the court. 

It is hardly necessary to point out the many ways in which the presence, in a 
proceeding of the kind in question, of an independent disinterested agency, 
equipped to present to the court its estimates and conclusions in complicated 
situations, is helpful. This is particularly true when creditors, stockholders, 
and security holders, whose interests are remote and who are often widely scat 
tered, are involved. In the matter of making recommendations (which I have 
always welcomed) as to the proper compensation for committees and attorneys 
I have found the Commission always vigilant to protect the rights of the parties. 

The personnel representing the Commission which has appeared before me has 
been uniformly, remarkably well informed, able, and cooperative. 

I would be very sorry to see any legislation adopted which would cut down the 
extent of the Commission’s participation in reorganizations and, in fact, I would 
be very glad to see it extended. 

Very truly yours, 
WILLIAM H. KIRKPATRICK. 


CHARLOTTE, N. C., June 11, 1952. 
Hon. Lovis B. HELLER, 


House Office Building, Washington, D. C. 


My Dear CHAIRMAN Hever: I find your letter of May 9 upon my return to my 
office after an absence of several weeks. Answering your inquiry with reference 
to the Security and Exchange Commission, I beg to advise that in the cases coming 
before the court of which I am a member, I have been impressed with the high 
character and importance of the service rendered by the Commission in connection 
with corporate reorganizations. I have no suggestions or criticisms to offer with 
regard thereto. 

With high personal regards, I am 

Sincerely yours, 
JOHN J, PARKER, 
United States Court Judge. 





Unrrep STaAtes Districr Courr, 
FOR THE EASTERN District or KENTUCKY, 
Lerington, Ky., May 14, 1952 
HIon. Louis B. HELLER, M. C. 
Chairman, Securities and Eachange Commission Subcommittee, 
House of Representatives, Washington, D. C. 


Deak Mr. Hei_er: Your letter of May 9 relative to the study now being made 
by your subcommittee, in reference to the powers, duties, and functions of the 
Securities and Exchange Commission, reached my office at Lexington while I was 
holding court in eastern Kentucky and it has just now been brought to my 
attention. 

In reply to your request for my opinion as to the value of the assistance and 
participation rendered by the Commission to the court in such corporate reor- 
ganization preceedings as have been before me, I take pleasure in saying that in 
many respects the Commission has rendered helpful service to me. 

A representative of the Commission has actively participated in the considera- 
tion of every major problem which has been presented in the proceedings, and the 
service rendered has evidenced careful and considerate investigation and study 
of such problems. 

If the subcommittee should wish a more detailed response to your inquiry, I 
shall be glad to comply. 

Very truly yours, 
H. Cuurcn Forp, 
United States District Judge. 
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District COURT OF THE UNITED STATES, 
NORTHERN District oF OHIO, 
Judge’s Chambers, May 19, 1982. 
Lion. Louis B. HELLER, 
Chairman, Securities and Exchange Commission Subcommittec, 
House Office Building, Washington, D. C. 

DEAR CONGRESSMAN : Please forgive me for delaying my answer to your letter 
of May 9. The matters demanding my attention in our court occupied me to the 
extent that I was obliged to wait until today to answer your inquiry. 

{ cannot say that an unusually large number of reorganization proceedings, 
in which the Securities and Exchange Commission has participated, were adjudi- 
cated in my court over the years during my tenure on the bench. There were a 
number of them. 

It is rather difficult to evaluate the assistance rendered by the Commission to 
the securityholders in the reorganization proceedings. I can say, however, that 
the representatives of the Commission were extremely vigilant and helpful in 
bringing to the court’s attention matters which were of a most important nature. 
It is my considered judgment that the right afforded to the Commission to par- 
ticipate in reorganization proceedings has been extremely helpful. In the in- 
stances in which they appeared before me they have demonstrated wholly un- 
biased views and have attempted to be of assistance to the court. There were 
instances, of course, as there must be where recognized advocacy demands, 
where there were indications of overzealousness ; but as I said that is a perfectly 
normal situation that must of necessity happen when counsel represent a view- 
point as advocates rather than in a wholly judicial manner. Wherever I may 
have felt that the conduct of the representatives was subject to criticism, such 
conduct was the fault of the individuals rather than of the rights which they 
were representing. 

I feel highly complimented in the fact that you addressed your communication 
to me. 

Very truly yours, 
E. B. Freep, District Judge. 


Untrep STATES District Court, 
Chicago, May 18, 1952. 
Hon. Lovuts B. HELLER, 
Chairman, Securities and Exchange Commission Subcommittee, United 
States House of Representatives, House Office Building, Washington, D. C. 


DeaR CONGRESSMAN HELLER: This will acknowledge receipt of your letter of 
May 9, 1952, requesting my views on the participation of the Securities and 
Exchange Commission in reorganizations under the Chandler Act which have 
been adjudicated in my court. 

I am happy to give you these observations and TI appreciate your generous 
suggestion that they may be accorded confidential treatment if I so desire. 
Please be advised that I have no desire that these observations be regarded as 
confidential. In fact, I have made statements similar to those enumerated 
below publicly from my bench on many occasions. 

In the 12 years I have presided over this court, I have had several reorgani- 
zation and bankruptcy matters in which the Securities and Exchange Commission 
has participated. In some they have participated by virtue of the provisions of 
the statute. In others I have taken advantage of different provisions of the 
statute to invite the Commission to participate and they have always willingly 
done so, The Securities and Exchange Commission has been of great and 
invaluable assistance to me in all of these reorganization cases. I can truthfully 
say it would have been most difficult, if not impossible, to adjudicate these cases 
without the effective and constructive assistance which I received from the 
Commission. In each case the Securities and Exchange Commission has vigor- 
ously protected the rights of securityholders, of creditors, and of the public 
generally, in addition to rendering valuable legal assistance to the court and its 
trustee. I consider the services rendered by the Commission in these reorgani- 
zation cases to be of paramount importance in the public interest, and I am happy 
to acknowledge my gratitude to the Commission, to its capable regional admin- 
istrator, Mr, Thomas B. Hart, and to his splendid staff, as well as to the Congress, 
for making these valuable services available to the court. 

Sincerely yours, 
WILLIAM J. CAMPBELL, Judge. 
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BUSBEY BILL 


Pursuant to the direction of the entire committee the subcom- 
mittee held public hearings on April 30 and May 1, 1952, to con- 
sider H. R. 16846, by Mr. Busbey, a bill to amend title V of the 
Independent Offices Appropriation Act of 1952, so as to exempt 
brokers and dealers subject to the Securities Exchange Act of 1934 
from any registration, filing, or other fee or charge by the Com- 
mission. 

Title V of this act presently provides: 






TitLE V—FEES AND CHARGES 


It is the sense of the Congress that any work, service, publication, report, 
document, benefit, privilege, authority, use, franchise, license, permit, certifi- 
cate, registration, or similar thing of value or utility performed, furnished, 
provided, granted, prepared, or issued by any Federal agency (including 
wholly owned Government corporations as defined in the Government Corpo- 
ration Control Act of 1945) to or for any person (including groups, associa- 
tions, organizations, partnerships, corporations, or businesses), except those 
engaged in the transaction of official business of the Government, shall be 
self-sustaining to the full extent possible, and the head of each Federal agency 
is authorized by regulation (which, in the case of agencies in the executive 
branch, shall be as uniform as practicable and subject to such policies as 
the President may prescribe) to prescribe therefor such fee, charge, or price, 
if any, as he shall determine, in case none exists, or redetermine, in case of 
of an existing one, to be fair and equitable taking into consideration direct 
and indirect cost to the Government, value to the recipient, public policy, 
or interest served, and other pertinent facts, and any amount so determined 
or redetermined shall be collected and paid into the Treasury as miscellaneous 
receipts: Provided, That nothing contained in this title shall repeal or modify 
existing statutes prohibiting the collection, fixing the amount, or directing the 
disposition of any fee, charge, or price: Provided further, That nothing con- 
tained in this title shall repeal or modify existing statutes prescribing bases 
for calculation of any fee, charge, or price, but this proviso shall not restrict 
the redetermination or recalculation in accordance with the prescribed bases 
of the amount of any such fee, charge, or price. 


In accordance with that title, on January 31, 1952, the Securities 
and Exchange Commission issued for comment a proposal to adopt 
fees and charges for various registrations and filings with the Com- 
mission. 

Because of the numerous protests received by this subcommittee 
from Members of Congress and the securities industry, the subeom- 
mittee met on March 5, 1952, and adopted the following resolution: 

Resolved, That it is the opinion of this Subcommittee that the Securities and 
Exchange Commission should hold public hearings regarding its notice of Jan- 
uary 31, 1952, which proposes to adopt new rules and amend existing rules with 
respect to fees and charges by the Commission to implement the provisions of 
Title V of the Independent Offices Appropriation Act, 1952 

Accordingly, the Commission held public hearings on March 14 
and March 31, 1952. Thus far the Commission has not taken final 
action on this proposal. 
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The only charges presently made in connection with Commission 
functions, other than charges for copies of documents, have been: 
(1) The registration fee specified in section 6 (b) of the Securities 
Act of 1933; (2) the annual registration fee for national securities 
exchanges specified in section 31 of the Securities Exc hange Act of 
1934: and (3) the filing fee specified in section 307 (b) of the Trust 
Indenture Act of 1939 for trust indentures relating to securities not 
required to be registered under the Securities Act of 1933. 

The rules proposed by the Commission in its announcement dated 
January 31, 1952, with certain qualifications noted therein, would 
impose the following new fees and charges. 

(1) Letters of notification and other exemptive filings under section 
3 (b) of the Securities Act—$25 per offering. 

(2) Qualification of trust indentures covering securities required 
to be registered under the Securities Act—$100 per indenture. 

(3) Annual registration fee payable by investment companies 
ranging from a minimum of $30 for companies having gross assets 
of $300,000 or less to a maximum of $2,500 for companies havi Ing gross 
assets in excess of $200,000,000. 

(4) Annual registration fee payable by brokers and dealers—50 
plus $10 for each officer, partner, employee, etc., engaged in selling 
securities or supervising such activity. 

(5) Annual registration fee payable by investment advisers—$50. 

(6) Annual registration fee payable by public utility holding com- 
panies—one two-hundredths of 1 percent of the assets of the system 
witha maximum of $25,000 and a minimum of $500, 

(7) Annual fee for certain conditionally exempt puble utility 
holding companies—one two-hundredths of 1 percent of the system 
assets with a maximum of $500. 

The subcommittee heard testimony with respect to the interpreta- 
tion which the Securities and Exchange Commission has placed on 
title V of the Independent Offices Appropriation Act of 1952 and 
views in opposition thereto. 

The subcommittee does not undertake at this time to pass upon the 
question as to whether or not there should be charges for specific 
services. The subcommittee is of the opinion, however, that should 
there be charges or fees, they should be spelled out in spec ifie legisla- 
tion which has been submitted to and passed by the Congress, rather 
than through any delegation of authority to any agency to pass upon 
the need for or amount thereof. 





LEGISLATIVE PROPOSALS 


Included in the invitation to interested persons to appear before 
the subcommittee, was a suggestion that they comment on any pro- 
posals which they might have for amendments to the various statutes 
administered by the C ommission. 

The last over-all consideration to general amendment of these acts 
had been given in 1941, at which time the House committee was pre- 
sented by both industr y and the Commission with an extensive list of 
both minor and substantive amendments to the Securities Act of 193: 
and the Securities Exchange Act of 1934. The proposals made at that 
time had been developed from a series of conferences over several years 
between the Commission and the Investment Bankers Association of 
America, Inc., the National Association of Securities Dealers, Ine., 
the New York Curb Exchange and the New York Stock Exchange. 
Though representing some matters on which all were in agreement, 
and some on which there were extreme divergences of opinion, they 
were the result of painstaking consideration on the part of those offer 
ing them.’ 

The advent of the War then precluded definitive legislative consid- 
eration of the various proposals, or legislative resolution of the prob- 
lems involved in the conflicting, and in several cases directly antitheti 
cal, suggestions advanced. With the termination of the War, such 
conferences with industry were reinstituted by the Commission in the 
thought that they might lead to amendments which again could be 
proposed to the committee. It is understood, however, that all parties 
felt that the major problem of the solicitation of offers, the use of the 
prospectus, and related complexities of section 5 of the 1933 act should 
be approached and solved first before other portions of the statutes 
were placed on their agenda. 

There having been failure to reach even a tentative understanding 
on the treatment to be accorded in section 5 to this vital operation in 
the mechanics of the distribution of new securities, there had been no 
proposal forthcoming to the committee at the time this subcommittee 
Was initiated. 

Some individuals did accept the subcommittee’s invitation to com 
ment on legislative amendments, principally those connected with the 
organizations designated above which had been parties to the 1940-41 
conferences with the Commission, but generally confined themselves 
to a few suggestions only, rather than iterate the many offered 10 
years ago. The Commission, as such, did not present at this time any 
program of its own, or any comprehensive review of or comment on 
the suggestions made by others. Individual Commissioners and staff 
members, however, in their general testimony indicated places where 


1See Report of the Securities and Exchange Commission, Proposals for Amendments, 
House Committee on Interstate and Foreign Commerce, committee print, August 7, 1941 

2President Clarence Bickel, National Association of Securities Dealers, transcript, 
June 18, 1952. 
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certain changes might be made, or in their comments on the operation 
and administration of specific sections of the acts expressed their 
individual opinion as to whether the present intent or particular 
phraseology was adequate, or needed alteration or clarification. 

Outlined below are the various proposals made to the subcommittee. 
They are set forth herein for the purpose only of recapitulating at this 
time the proposals made, so that, with the 1941 suggestions, there 
might be available an accumulated compendium for further consider- 
ation of what experience may dictate now may be needed or desirable 
in the way of statutory revision. 

The proposals made are listed in connection with pertinent sections 
of the applicable acts. The fact that numerous significant and im- 
portant sections of these acts, or complete acts themselves, are not in- 
cluded in the list below, should not be taken as expressive of there hav- 
ing been no discussion of these sections or acts or lack of attention on 
the part of the subcommittee. On the contrary, the subcommittee 
thoroughly examined into, especially in the testimony of representa- 
tives of the Commission, the experience gained in administration of 
many of these vital provisions, and the desirability or need of any 
revision of the statutory powers presently delegated. Particular at- 
tention was paid to statutory sanctions or rule-making powers in such 
matters as broker-dealer operations and relationships with customers, 
exchange trading, specialists, manipulation, pools, exchange rules, in- 
vestment-company portfolios and methods of share distribution, and, 
the like. Hence, absence of specific proposal for legislative change the 
more likely indicates that the testimony reflects opinions to the effect 
that the present provisions or statutes are adequate to meet the ends 
for which they were designed. 

Since the subcommittee hearings were not framed solely for the 
taking of testimony on legislative matters, there was no opportunity 
for complete discussion of each proposal made, i. e., no attempt to 
secure full comment or rebuttal from all sectors of the industry or the 
administrative agency on each item advanced. Hence, no analysis of 
the arguments pro and con bearing on each proposal is here made. 

Indeed, even had the fullness of the testimony made it possible, an 
analysis in many cases would be extremely difficult owing to the highly 
technical character of the subject matter, the nature of the ramified 
operations covered, the purpose for which the legislation be intended, 
and the expertness required in properly appraising and evaluating the 
merits of any controversial issue and the continuing requirements of 
the public interest. The subcommittee accordingly is of opinion that 
at this time the Commission should reactivate its conferences, and the 
industry and the Commission earnestly and energetically attempt to 
resolve their differences, at least in those areas where concurrence 
already seems possible, and come up with a program on these at the 
earliest possibility. The subcommittee realizes that in other cases 
it is not likely for all to be in agreement. Here at least they should 
prepare a clear delineation of the areas of their divergence so as to 
provide the committee with opportunity of interpretation and con- 
sideration in the light of protection of investors and the public 
interest. 
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Section 2 (1): Amend the definition of “sale” to exclude a bona fide 
loan of a security. 


This proposal was advanced by President Keith Funston, of the 
New York Stock Exchange in the following language: 


The definition of “sale” in both acts is very broad. As a result, considerable 
reluctance has been found on the part of owners of securities to lend their secu- 
rities for use in the exchange markets, due to a fear that the loan might be con- 
strued as a sale by the lender. This fear primarily rests on two bases: (1) 
That if the lender should be construed as being “in control“ and the loan as being 
a sale made in connection with a distribution by him of his securities, registra- 
tion would be required under the 1933 act, and (2) if the lender is an officer, 
director, or 10 percent stockholder of the issuer and the loan should be construed 
as a sale, the lender, therefore, becomes subject to the provisions of section 16 
of the 1984 act, requiring reports of his purchases and sales and also to the 
possibility of liability under paragraph (b) of that section for any profits which 
he might realize if he had held the security for less than 6 months at the time 
of making the loan. 

It is obvious that, in connection with listed securities, loans of securities are 
essential for the maintenance of an orderly market. The necessity for such 
loans arises in the great majority of cases in connection with sales by out-of- 
town customers whose securities are not received by the time the selling broker 
is required to deliver, with sales by a trust or estate where time is required to 
have the security transferred so that it will be in good delivery form, and in a 
minority of cases in connection with short sales. Particularly where the float- 
ing supply of. a given security may be somewhat limited, it is important that 
holders of securities will be willing to loan their holdings for such purposes with- 
out being restrained from so doing by the fears indicated above. 

While in June 1940 the Commission informally ruled that loans of securities 
might properly be effected without registration of the security under the 1933 
act and that such loans do not require reports by the lender under section 16 (a) 
of the 1934 act, it has been found that potential lenders still hesitate to rely 
on this informal ruling and indicate continued reluctance to make loans. It is, 
therefore, urged that the definition of a sale under both acts be changed, so as to 
make it clear that a loan of securities cannot be construed as a sale." 


Section 3 (b): Increase in the present $300000 exemption limit 


This was advanced by President Joseph Johnson, of the Investment 
Bankers Association, as a partial step in “solving the equity-capital 
problem for new enterprises.” * 

The present statutory limit relates to the amount of an offering 
above which a registration statement is required, and below which 
the offering may be treated by the Commission by rule, the so-called 

regulation “A. 

Commission personnel, however, suggested either statutory amend- 
ment or more strict rules covering these “exempt” offerings, wherein 
it was stated more chances for fraud exist than when registered, 
follow-up is inadequ: ite,’ and perhaps there should be an official offer- 
ing circular * or independent certified financial statements required. 


Section 4 (1): Exemption from registration = _ vate placement” 
The asad subject of private placement, e. g., the taking by insur- 

ance companies of an issue through a tr vest under this section 

not requiring registration in contradistinction to a registered offering 


_— 


* Transcript, March 24, 1952. 

* Transcript, June 10, 1952. 

* Bane, transcript, February 14. 

* Lund, transcript, February 20. 
Cohn, transcript, February 27. 
*MeDonald, January 9. 
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to the public by underwriters, was considered at some length by the 
subcommittee and is elsewhere herein discussed. 

One specific recommendation for changing at this time the exemp- 
tion now prov oe in this section was advanced to the subcommittee 
by Mr. Lincoln J. Patton, appearing on behalf of Halsey, Stuart 
& Co.: 


Unless issues that are placed privately are registered, the public will continue 
to lose some of the very real benefits that followed the adoption of the Securities 
Act. It is therefore in the public interest for Congress to change the Securities 
Act so as to provide for the registration of issues that are placed privately, as is 
now done in the case of public offerings.’ 


The possibility of a later recommendation to this effect was also 
suggested, though an alternative presently was advanced as now 
desirable, by the president, Clarence Bickel, of the National Asso- 
ciation of Securities Dealers, as follows: 


Lengthy hearings have been held by your subcommittee regarding the regis- 
tration of private placement of security issues now exempt from registration 
because they do not constitute publie offerings. This association does not, at 
this time, express an opinion with respect to the desirability of amending the 
Securities Act of 1933 to require the registration of all such offerings. However, 
there has been considerable publicity in recent months relating to proposed 
simplified registration procedures for high-grade securities. 

It is the considered opinion of the board of governors of this association that 

1. A simplified procedure for registration of high-grade securities is highly 
desirable to reduce the cost of such registrations and, through acceleration, 
to minimize market risks. 

2. Such procedure will make the two methods of financing more com- 
petitive and the registration of issues which would otherwise be sold 
privately will provide increased revenues through the payment of addi- 
tional registration fees to the Government. 

3. Adequate standards can be developed to determine the securities which 
qualify for such registration which will be in the public interest and for the 
protection of investors. 

4. Such standards must provide that the issuer agree to make available 
to its securities holders and to the public information as to its financial 
condition and other pertinent business information as may be determined by 
the Securities and Exchange Commission.” 


The Commission personnel expressed opposition to any change 
which would require registration, until such time as the Commission 
might complete an over-all study of the subject which they suggested 
the Congress authorize.” 


Section 4 (2): Amendment to make clear that the brokerage crem p- 
tion is available to the broker executing an unsolicited order for 
the purchase or sale of securities, even though the securities in- 
volved in the transaction may be in the process of distribution 


Offered by President Funston of the New York Stock Exchange ™ 
and by President McCormick of the New York Curb Exchange, the 
latter testifying as follows: 


This section provides anu exemption from the requirements of section 5 of 
the act for “Broker’s transaction executed upon customers’ orders on any ex- 
change or in the open or counter market, but not the solicitation of such 
orders.” It is the opinion of those engaged in the securities business that the 
intendment of this exemption is that when a broker, without any prior solicita- 
tion whatever on his part, receives an order to buy or sell securities, the subse- 

* Transcript, May 20, 1952 

1 Transcript, June 18, 1952. 
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quent transaction effected by him pursuant to the unsolicited order is exempt 
from the requirements of section 5 of the act and, consequently, the broker need 
not ascertain whether the security in question is registered under the act, nor 
need he supply a prospectus to the customer if the stock be registered. It is, 
however, the opinion of the Commission that the exemption is far more limited 
in scope and is not available to the broker, if the transaction so effected is part 
of a distribution by a person in a control relationship to the issuer within the 
menning of section 2 (11) of the act. 

It is the position of myself and other representatives of the securities industry 
that this restrictive interpretation of the exemption granted by the Congress is 
not correct, cannot be clarified without expensive litigation, and should there- 
fore be made definite and certain by the expression of the exemption in un- 
equivocal terms. We believe that, when Congress said that transactions effected 
by brokers pursuant to unsolicited orders should be exempt, it meant the ex- 
emption to apply to all such orders and implied no such dual caveat as the Com- 
mission engrafted upon the stutute, first in /ra Haupt & Company, Securities 
Exchange Act of 1934, Release No, 3845, August 21, 1946; and in its more recent 
promulgations applicable to trading in Canadian securities distributed in this 
country without registration.” 


Section 4 (b):Add a new subsection to section 4 (b) of the Securities 
Act of 1933, which would exempt from the prospectus require- 
ments of section 5 sales of securities registered under the 1934 

act when the sale is made on an agency basis and the agent’s com- 


pensation is disclosed to and paid by the buyer. 
Offered by President Funston, as follows: 


The Securities Act of 1933 has been interpreted to mean that a broker sells 
a security to his customer if he solicits a buy order from the customer. If the 
solicitation is in writing, during the year after the offering, the writing must 
be accompanied by a prospectus, and if the customer buys the security on an 
oral solicitation, the broker is required to send a prospectus to the customer along 
with the confirmation. It is a practical impossibility to have in every brokerage 
office copies of prospectuses of all issues registered under the 1933 act which have 
been offered within a year, and yet, under the present interpretation of the 1933 
act, a broker violates that act unless he sends a prospectus with the confirma- 
tion of each solicited order on any security registered under the 1933 act and 
publicly offered within the preceding 12 months. This problem is particularly 
serious where a company issues additional shares of a security. A broker who 
solicits a buy order from a customer has no way of knowing whether he will 
receive from the seller one of the new shares which has been offered within the 
year, or whether he will get one of the old shares which has been outstanding for 
many vears. Accordingly, in order to be safe he has to send a prospectus with 
the confirmation of every solicited order. 

Sometime ago a study was made as to the number of shares listed on the 
exchange as to which prospectus requirements were in effect. On’Docember 
31, 1946, there were 171,528,000 shares and $1,381,000,000 principal amount of 
bonds listed on the exchange which were subject to the prospectus require- 
ments. 

This proposal would apply to all brokerage transactions in securities regis- 
tered under the 1934 act where the commission was disclosed to and paid by the 
buyer.” 


Nection 3: The Securities Act of 1933 should he amended to exe mopt 
from re gistration under the Necurities Act of 1933 all securities 
which have been registered under the Securities Exchange Act 
of 1934 and admitted to dealings for more than 3 years on a regis- 
tered national securities exchange und exempt additional issues 
of such securities. 

Proposed by Mr. Funston, who stated, in part: 


One of the stated purposes of the 1933 act is to provide full and fair disclosure 
of the character of the securities sold through interstate commerce and through 


*% Transcript, March 10, 1952. 
4 ‘Transcript, March 24, 1952. 
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the mails. When this act was passed there was no Federal law compelling the 
disclosure of essential facts concerning securities traded on our national secu- 
rities exchanges. 

Since the passage of the Securities Exchange Act of 1934, a security cannot 
be listed on a national securities exchange unless the security is registered with 
the Securities and Exchange Commission under the 1934 act. Section 12 (b) (1) 
of the act requires the public filing of the following information by the issuer 
of the securities: [Itemized] 

Section 15 of the 1934 act, and the rules and regulations of the Commission 
issued thereunder, require companies having securities listed on the exchange 
to file annnal and interim financial reports and other interim reports necessary 
to keen the information contained in the registration statement up to date. 

The purpose of the disclosure requirements of the 1933 act is to make available 
information from which a prospective investor can reach an intelligent decision 
as to whether or not to purchase the security at the price at which it is offered. 
Prices of securities traded on an exchange are widely publicized and reflect the 
opinion of buyers and sellers throughout the country. It seems to us that prices 
so established in an anction market on the basis of information filed and kept 
current under the 1984 act are for more helpful to the publie investor than is 
his own opinion of value hased on his analysis of the information contained in 
a 1983 act prospectus. Full information concerning the additional issue will be 
filed with the Securities and Exchange Commission in the application for regis- 
tration of these shares under the 1934 act and this information is available to 
the public. The present costly—both to the issuer and the Gevernment—dunili- 
cation of registration on additional issues of listed securities is unnecessary. The 
penalties of section 12 (2) and 17 of the Securities Act will be applicable to any 
sales literature used in connection with the distribution of the additional shares. 

This proposed amendment would, we believe, greativ facilitate the raising of 
capital by established companies by reducing costiv delays and duplication, and 
would not lessen essential protection to the public.” 


Section § 


Several proposals amending section 5 and related sections were of- 
fered by witnesses from industry. 


The reason prompting one proposal was stated by Mr. Joseph John- 
son of the Investment Bankers Association, as follows: 


I think the natnre of the problem is well and suecinctiv stated in the in- 
dustry’s report on te 1940-41 joint study at page 88, and I would like to quote a 
part of that statement. 

“One of the basic difficulties by which issuers, underwriters, dealers and the 
investing public have been confronted in transacting business under the Securi- 
ties Act, has arisen from the fact that the theory of the act that information 
should be made freely available to investors during the preeffective period con- 
flicts in practice with those provisions of the act which prohibit the making of 
sales or offers or solicitations to buy or the receipt of cffers to buy prior to the 
effective date of a registration statement. At present, failure on the part of an 
underwriter or dealer to make a clear distinction between the giving of infor- 
mation and the making of an offer to sell may subject him to the severe criminal 
penalties of the act for willful violations (sec. 24), and to injunctions (sec. 20) 
for violations whether willful or not. The distinction between an ‘offer to sell’, 
‘an attempt to offer to dispose of a security’ or a ‘solicitation of an offer to buy’ 
(sec. 2 (3)) on the one hand and discussion during the waiting period with po- 
tential buyers on the other hand is a tenuous one, difficult to grasp and under- 
stand, as well for lawyers as forlaymen. As a practical matter, in ordinary con- 
versation, it is a difficult if not impossible distinction for laymen to make and 
for laymen to understand. <A prospective purchaser having been given infor- 
mation by a prospective seller certainly thinks he has been asked to ‘buy’ and 
that the person who approached him ‘offered to sell.’ Otherwise why was he 
approached ? 

“Dealers and underwriters. wonder if they can sustain the burden of proof 
as to the distinction between the giving of ‘information’ and the making of an 
‘offer to sell’ or ‘solicitations of offers to buy’ or attempting or offering to dis- 
pose of a security during the waiting period. Underwriters, unless they give out 
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no information at all, are apprehensive that they are subjecting themselves to 
injunctions or criminal liability under section 20 or 24 of the act and to the 
possible revocation of their over-the-counter dealers’ licenses under section 
15 (b) of the Securities Exchange Act of 1934 for willful violation of the Se- 
curities Act of 1933.” ” 


Mr. Johnson then proposed the following procedure : 


It is our present view that this situation can best be corrected, and without 
compromising investor safeguards, by making the following substantive changes 
in the present procedures and requirements of section 5 and related sections of 
the 1923 act 

(1)We would recommend no change in present requirements with respect to 
the making of offerings or sales prior to the filing of a registration statement 
under the 1933 act. 

(2) We would recommend that the definition of the words “sell” or “sale” 
as used in the act, which presently include an offer to sell, a solicitation of an 
offer to buy or, indeed, any attempt to dispose of a security, be changed so as 
clearly to differentiate between a sale or a contract to sell on the one hand, and 
an offer, solicitation of an offer to buy or attempt to dispose of a security on 
the other. The following recommendations contemplate such a change in the 
present definition of the terms “sell” or “sale.” 

(3) During the waiting period, i. e., after the date of filing of a registration 
statement but before its effective date, we would recommend that underwriters, 
brokers, and dealers be permitted to make oral or written offers of the securities 
covered by the registration statement, that any written offer, otherwise than 
by an “ideatifying statement” or a “statutory prospectus” (both of which terms 
will be discnssed below) should contain a legend indicating that the writing does 
not purport to contain full information about the security and that such full 
information can be obtained upon request in the form of a statutory prospectus. 
Although we recommend that offers should be permitted during the waiting 
period, we would still make it unlawful for underwriters, brokers, or dealers to 
make any sales or contracts to sell until after the effective date of the registra- 
tion statement. We would, of course, recommend the retention and clarifica- 
tion of the present exemption covering contractual relations between the issuer 
and any underwriter and between underwriters. 

(4) We would recommend a change in the law to provide for a processed 
document, to be known as an “identifying statement”, which would be available 
zs early as possible in the waiting period, which would contain information 
comparable to that in the present newspaper prospectus, and which could be 
used by underwriters and dealers to screen their customers as to their interest 
in receiving a full statutory prospectus. As I understand it, we are in sub- 
stantial agreement with the Commission as to the type of information which 
this document should contain. 

(5) We would recommend also early and adequate dissemination of the 
present “red herring” or statutory prespectus, after processing by the Com- 
mission, to dealers so that they could be supplied to customers upon request 
before the effective date and that such a statutory prospectus, plus the furnishing 
of any omitted price and related data, would constitute a final prospectus after 
the effective date of a registration statement. 

(6) We would recommend that after the effective date of a registration 
statement, it would be lawful immediately to make a binding sale to a customer, 
irrespective of whether he had received either an identifying statement or a 
statutory prospectus, so long as he was supplied with a final prospectus with 
the confirmation, delivery, or payment, whichever first occurs. 

(7) We would recommend that the law be changed to require the delivery 
of final prospectuses to customers by underwriters and dealers only for a period 
of 40 days after the effectiveness of a registration statement or 30 days after 
the termination of the syndicate, whichever period is longer.” 


Practically the same proposals were presented by Mr. Clarence 
Bickel of the National Association of Securities Dealers.?® 


16 Transcript, June 10, 1952. 

7Tbid. The Commission on October 1, 1952. promulgated rules 132 and 414 and 
amended rule 431, to provide for dissemination of more information during the “waiting 
period.” 
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President McCormick, of the New York Curb Exchange, also 
suggested somewhat similar revision of section 5, but seemingly dif- 
fered with the recommendations of these two association in advo- 
cating that the prospectus be delivered to the investor before he was 
bound to purchase the security. His proposals were as follows: 


I am fully in accord with and would recommend the adoption by the Con- 
gress of the amendments to the Securities Act of 1933, proposed in 1947 by 
the Commission's staff committee, of which I was a member. These recom- 
mendations were the result of many years of careful study and innumerable 
conferences between the Government, all segments of the securities industry, 
business, and investor groups and individuals. I think they offer a reason- 
able program for the elimination of certain heavy and unnecessary burdens 
placed on the securities business, and for the correction of the major defects 
in investor protection under the Securities Act. I wish here to refer to five 
basic elements in the program: 

(a) The prohibition against offerings in the post-filling by pre-effective 
period of registration injects into the underwriting process a serious and un- 
necessury risk and a resultant unwarranted cost to issuers and investors. 
Offerings can and should be permitted during that period. 

(b) The securities industry needs a device through which it can ascertain 
who is interested in knowing about the securities being offered. The statute 
should permit the use of a “screening” or “identifying” statement in advance 
of the official prospectus. 

(c) Prospectuses must presently be delivered by issuers, underwriters, and 
dealers of registered securities, in connection with all sales of such securities, 
for a full year after the date of the official offering of the securities. The 
legislative history of the act clearly shows that Congress intended that such 
delivery is necessary only while the securities are in the stream of distribu- 
tion, and it arbitrarily adopted the 1-year period as one which it was “safe” 
to assume would cover the usual period of distribution. Everyone will con- 
cede today that this period is far too long in practically all cases. The 
period of distribution and for delivery of the prospectus can and should 
be more realistically and precisely defined. 

(¢@).The prospectus has not proved to be an effective instrument for inform- 
ing the public. Secause of what I regard as a serious defect in the statute, 
most sales of new securities are being made through the use of oral communi- 
cations, including interstate telephone messages, and the prospectus is being 
delivered only after the sale with the confirmation, or the security. This is 
permitted by the law. If the Congress believes that the investor should have 
certain minimum prescribed information before he purchases the security, and 
i think it does (certainly it is clear to me that it did in 1983 when the law 
was adopted), it must revise the law to see that the prospectus is delivered 
aut a time when it can be useful to the investor in making his decision to buy, 
and not be a mere memorial of a past transaction. 


The Commission, as such, did not make any proposal as to section 5, 

although individual members discussed the problem, past proposed 
solutions, past Commission difficulties with industry recommendations, 
and continuing Commission consideration of the problem. Specific 
mention was made of their belief that the philosophy and original 
intent of the act was that a prospectus be in the hands of an inv estor 
before he decided to make a purchase, although section 5 had not so 
provided as it permitted delivery of the prospectus upon confirmation 
or delivery of the security.” 

One specific suggestion was advanced by Mr. Baldwin Bane, Direc- 
tor, Division of Corporation Finance, relating to the plugging of a 
possible loophole in proper investor protection by clarifying the sec- 


18 McDonald, transcript, January 9; McEntire, transcript, January 10; Loss, transcript, 
February 19; Bane, February 13, 14. 
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tion to extend Federal jurisdiction to any transaction where any part 
of the transaction, sale, delivery, or payment involves use of the mails 
or the instruments of transportation or communication in interstate 
commerce.”° 

This was also recommended by President McCormick.” 
Section 6 (a): Posteffective amendments 

The suggestion was offered in Commission testimony that this sec- 
tion be amended to authorize the Commission to require the filing of 
posteffective amendments to the registration statement, bringing the 
information up to date where offerings continued some time after the 
effective date. This would provide section 11 liabilities for state- 
ments made by the issuer, in addition to extant section 12 liabilities 
on the seller.?? 


Section 7: Abbreviated registration requirements for senior securities 


Mr. McCormick advocated a use of powers, which he believes the 
Commission now has in section 7 without further statutory amend- 
ment, to provide for more simplified registration of senior securities. 


The Securities Act and the SEC have been widely criticized for the develop- 
ment of private placement. It is my belief that there is a simple way in which 
many of these issues could be channeled through the normal securities distribu 
tive machinery into the hands of small investors. 

The institutional type bond is so highly “margined” that there is no need toe 
present to prospective investors all the data essential to an appraisal of equity 
securities or lower grade bonds. In other words, much of the information 
needed for proper appraisal of the junior securities of even the large well- 
known industrial leaders is not needed for the high-grade bonds, because the 
latter will not he affected by many business changes that inevitably have a direct 
and immediate impact on the value of the junior securities. 

I suggest, therefore, that the SEC be urged to use the authority granted it 
under sections 7, 10—particularly 10 (b) 2 and 10 (b) 4—and 19 (a) of the 
Securities Act to place bonds of institutional grade in a special classification 
which could be registered through the filing of an abbreviated registration 
statement and could be sold on the basis of a short offering circular. Registra- 
tion could be accomplished through the filing ef a copy of the indenture, a 
specimen of the bond, opinion of counsel as to the legality of the bonds, a 
copy of the underwriting contract, and a prospectus which would (1) state by 
whom orders will be executed; (2) identify the security, the issuer, its business, 
and the assets securing the security; (3) state the price of the security; (4) 
state the specific rate of return: (5) state the price at which, the conditions upon 
which, and the time when, the security may be redeemed or converted or ex- 
changed; (6) state whether the security is listed or to be listed on any securi- 
ties exchange (optional); (7) state whether the security is a legal investment 
for savings banks, fiduciaries, insurance companies, or other similar investors 
under the laws of any State or Territory or the District of Columbia (optional) ; 
(8S) state the extent to which the issuer has agreed to pay any tax with respect 
to the security (optional); (9) state the purpose of the issue; (10) state the 
underwriting spread, and (11) furnish a recent condensed balance sheet and a 
summary of earnings for the last 10 years. 

The plan, in my opinion, provides clear benefits without sacrificing any in- 
formation essential to an informed judgment. I wish te emphasize that the 
abbreviation of the registration procedure is justified because of the position 
of the security in the structure of the company and not because a company is 
large and has been prosperous.” 


*® Transcript, February 14, 1952. 
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Section 8 (a): Elimination of waiting period in the offering of certain 
securities, 


President Johnson recommended an amendment providing different 
treatment of certain security issues, in the interests both of reducing 
expenses and in combating “private placement” : 


In order to point these comments up, I would suggest with respect to this 
question of registering securities senior to the securities traded on exchanges 
and registered previously under the 1934 act, and to eliminate the duplication 
and overlapping and unnecessary expense of dual action by government regu- 
latory authorities, the following amendment to the 1933 act: 

“A registration statement with respect to securitics of a qual fied issuer, and 
any amendment thereto filed after the effective date of the registration statement, 
shall be effective when filed. 

“The term ‘qualified issuer’ shall mean: 

“An issuer which is a corporation organized under the laws of the United 
States of America, of any State of the United States of America, of any Terri- 
tory, or of the District of Columbia, and (a) which has securities of any class 
junior to the proposed issue being filed, registered under the Securities Exchange 
Act of 1934; or (b) the issuance or sale of the securities of which is expressly 
subject to authorization or approval, or is regulated, by any Federal or State 
regulatory body having jurisdiction over the issuance of such securities.” 

Some of our members have advocated a new rule by the Securities and 
Exchange Commission, as distinct from an amendment to the law, for the issues 
covered above, which I am advised by counsel could combat the growth of “private 
placement.” I am advised by counsel that this could be done without requiring 
any amendment to the 1933 act. This might involve a rule of the SEC making 
clear the specific matters to be covered in a simplified registration statement 
with respect to such senior securities. And for companies not registered under 
the 1984 act for listing on stock exchanges, such a rule might permit a greatly 
simplified registration statement with respect to debt securities which had been 
given quality ratings by at least two independent rating agencies permitting 
purchase thereof by banks, or debt securities which otherwise meet certain speci- 
fied tests. As you know, all bonds proposed for public offering are rated by 
independent rating agencies with a designation such as “Baa,” “B1-+,” or in the 
case of higher rated bonds, “A,” “AA,” and “AAA.” The Baa by one of the 
agencies and the B1+ by another agency are considered appropriate for banking 
investments by the bank examiners. 

The securities registered under such a filing should be stated by the rule to be 
salable within a maximum period of 48 hours after filing. The rule might also 
permit offering by means of a greatly simplified prospectus. 

It is difficult to see how such a change in existing requirements could harm 
anyone. It certainly would ameliorate the concentration of ownership of high- 
grade bonds in a few hands to the benefit of small- and medium-sized investors 
of all types, and it would equalize the opportunity of choice of corporate man- 
agement to do public or private financing. 

In summary, I have suggested two methods of combating the private place- 
ment evil: (1) by an amendment of the law permitting the immediate issuance 
of securities senior to those listed on national exchanges under the 1934 act 
and those, the issuance of which is subject to the approval by Federal or State 
regulatory bodies; and (2) an amendment of the rules of the Securities and 
Exchange Commission under the 1933 act to permit acceleration of the financing 
of bonds given a bank rating by independent agencies. Since some securities 
will be covered by one of these methods and some securities by the other, both 
procedures are advocated.™ 


Section 10 (b) (2) (3) (4) 

Much comment was made on the need for and desirability of a 
shorter and more readable prospectus by both industry and Commis- 
sion representatives, but no specific legislative recommendation was 
made, Some question apparently exists as to whether the Commission 
presently has the power to order deletions; whether the statute should 
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be amended to provide such power; whether the Commission could 
feasibly exercise such power w ithout at the same time granting im- 
munity from the liabilities of the act for the deletions; ‘and whether 


it would be in the public interest for the Commission to grant such 
immunity.” 


Section 11; Indemnification agreements 

Some suggestion was offered to the effect that the praetice of issuers’ 
agreeing to indemnify all affected persons from any liabilities which 
might arise under section 11, defeated the purpose of the act, but no 
remedial legislation specifically was proposed.” 
Title IT: Reenactment 

The recommendation was made that title II of the act; the Corpora- 
tion of Foreign Bondholders Act of 1933, which never became effective, 
should be reenacted with some modifications.” 


SECURITIES EXCHANGE ACT OF 
Section 8 (ce): Customers credit balances 

Though affirming that at present there appeared no need for the 
additional protection which might so be afforded, the suggestion was 
made that the Commission should have the stand-by power. under 
which it could promulgate rules, if the exigency arose, covering the 


segregation, commingling, or use of customers credit balances; the 


present powers being limited only to securities carried for customer’s 
account.* 


Section 11 (d): Amend so that the extension of credit by a broker- 
dealer to a customer on a new issue of securities is prohibite d only 
if he sold the securities to the customer or purchased the securities 
for the customer on a solicited order. ‘The prohibition would 
apply only while the broker-dealer was engaged in the distribution 
of the securities and for 4 days thereafter 

Otfered by Mr. Funston with the comment : 


Under the proposed amendment the prohibition would only apply to securities 
which the broker-dealer sold to the customer and 4 days after a broker-dealer has 
completed his portion of a distribution and terminated his participation in a 
selling syndicate or grovp or in a stabilizing account in connection with a 
distribution, he may extend credit on the securities which were subject to the 
prohibition. 

We believe that the proposal to reduce the 6-month prohibition against the 
extension of credit on any particular issue to a prohibition which runs only so 
long as the distribution is still in process, although removing certain unnecessary 
hardships, will nevertheless, preserve the effectiveness of the statute.” 


Section 12: Universal registration 


Limited registration of certain companies with securities not now 
listed on national securities exchanges was recommended by Mr. Mc- 
Cormick : 


I am in favor of and would recommend the adoption of the Frear bill tae 
would extend the protective and information provisions of sections 12, 13, 
and 16 of the Securities Exchange Act of 1934 to cover all corporations hi: oe 
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at least $3 million in assets and at least 300 security holders. While the proposed 
amendments to the Securities Act would see to it that an investor is informed 
before he buys a new issue, this bill, supplementing the present requirements of 
the 1934 act would insure, so far as practicable, that those who invest in large 
publicly held corporations would be able to ascertain the essential, material facts 
concerning the operations and financial condition of their corporations after they 
had become investors in the enterprise, In other words, the holders of securities 
of large publicly owned companies would be accorded the same protection under 
our securities laws whether or not they are traded on an exchange. It is my 
understanding that that portion of the industry which deals in securities not 
traded on exchanges accepts this proposal in principle and has indicated its 
support of the Frear bill.” 


This Commission proposal for making public financial information 
and periodic reports, supervising the material in proxy solicitation, 
and providing for the recapture of profits from “insiders” trading in 
the issuer’s securities, has been introduced in several of the Con- 
eresses,** 


It was supported in the hearings by Commission personnel. 


Section 12 (d): To reduce the waiting period on additional issues of 
listed securities from 30 to 10 days and to permit the registration 
of unissued securities which are to be issued in connection with 
“rights,” offerings, reorganizations, mergers, etc., and refundings 
of listed securities or where the purpose is to provide an exchange 
market for securities to be issued or sold in connection with 
reorganization under the Public Utility Act or the Railroad Re- 


organization Act 
Advanced by Mr. Funston with the comment : 


The law presently requires a 30-day waiting period between the receipt by the 
Commission of the certification of the exchange and the date the registration 
becomes effective. It is proposed to continue the 30-day period for new issues 
of securities, but to reduce the waiting period to 10 days for additional amounts 
of an already listed security. While the Commission has almost universally 
granted acceleration in the case of additional amounts, the issuers and the 
underwriters cannot be absolutely certain that acceleration will be granted and, 
accordingly, their time schedules on offerings of additional securities are trouble- 
some. 

The proposed amendment would also permit when-issued trading of securities 
of listed companies on an exchange at the same time when-issued trading is 
permissible in the over-the-counter markets. If there is when-issued trading 
in securities of listed companies, the public is better protected by having that 
trading on an exchange because the public has full information as to the price 
at which the securities are sold when-issued. 

The proposed revision would also clarify the Commission’s rule-making power 
with respect to when-issued trading in securities authorized by a plan of reorgan- 
ization, recapitalization, merger or consolidation, or where there is a proposed 
refunding operation, or where a plan under the Public Utility Holding Com- 
pany Act or the Bankruptcy Act had been approved by the SEC or the ICC.” 


Section 14: Proxy solicitation 


Amendment of this section was urged to cover those corporations 
with assets of over $3 million and with over 300 stockholders, which 
are not now covered by the proxy rules. This is part of the so-called 
universal registration proposed under section 12.% 
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In addition, the suggestion was made that the Commission should 
have the power, whether or not fully exercised, to promulgate rules 
requiring that proxies must be solicited at least annually.” 

Section 16 (b): Recapture of profits from “insiders trading” 

Amendment of this section was urged to cover the same corpora- 


tions not presently covered, as would be included in the above-men- 
tioned amendments to sections 12 and 14.* 

Discussion was had of further amendment to the section to authorize 
the Commission to institute suits for recapture in the event the issuer 
or its security holders do not do so, but no specific recommendation to 
such effect was made.** 


Section 19 (b): To require the Commission to proceed by an “order” 
if the Commission changes an exchange rule 
Advocated by Mr. Funston as follows: 


Under the present statute, the SEC could proceed either by an order or by 
rules or regulations to change exchange rules. Under section 25 (a) of the act 
any party to a proceeding aggrieved by an order of the Commission may appeal 
to the courts—it is not clear that an exchange could appeal from a rule or 
regulation. 

It is important that it be made clear that courts may review the action of the 
Commission in writing rules of the exchange with respect to the fundamental 
matters set forth in section 19 (b).™ 


PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 


Although acknowledging that his recommendation might not nec- 
essarily require amendment to the 1935 act, Mr. Joseph Johnson 
spoke in opposition to the Commission’s rule on competitive bidding, 
as follows: 


Another problem of the industry which grows out of the Commission’s admin- 
istration of the Public Utility Holding Company Act is that of compulsory com- 
petitive bidding under rule U-50. As the committee doubtless knows, this has 
been the subject of considerable controversy and discussion ever since its in- 
ception. I am sure the committee is aware that the vast majority of the mem- 
bers of the IBA were opposed to the adoption of this rule by the Commission and 
felt that it would, in operation, be detrimental to the best interest of issuers, of 
security holders, of consumers and of the investing public. The Securities Acts 
Committee of the IBA, in the brief which it submitted to the Commission in Jan- 
uary of 1941, summarized its principal reasons for Opposing this then proposed 
rule as follows: 

“(1) While compulsory competitive bidding may, under certain circumstances, 
procure higher prices for public utility issuers, it would do so at the expense of 
investors, whose interests the Commisison has a statutory duty to guard, the 
damage of investors arising, among other things, from the overpricing of issues 
which is a consequence of compulsory competitive bidding. 

“(2) If the increased price to the issuer in periods of rising markets would 
be of sufficient importance to warrant making a drastic change in the organi- 
zation which has been evolved for the distribution of securities, then the de- 
creased yield to investors should be correspondingly great. If it is argued that 
this is not necessarily so but that the difference would come from the under- 
writer’s spread, then the underwriter making the least investigation, and con 
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templating the cheapest distribution methods, could afford to pay the highest 
prices. The investor and the issuer would then suffer in several ways: 

“(a) The investor would more frequently than not pay a higher price; 

“(b) Skimpier and cheaper investigations by underwriters would increase 
the investor’s danger of losing money and thereby affect the liabilities of is- 
suers ; 

“(c) The purchase of securities at the highest possible price through com- 
pulsory competitive bidding would tend to bring about high-pressure sales- 
manship, which reputable investment bankers seek to avoid; 

“(d) Issuers wouid be compelled to sell securities at a price higher than they 
might think proper, without regard to the manner in which the securities were 
to be distributed by the purchasing underwriters. 

(3) The underwriting of corporate securities by investment bankers is, in fact, 
competitive; and the competition of the market by which every issue must be 
judged assures fair prices to the issuer and to investors. 

“(4) Compulsory competitive bidding would force the concentration of dis- 
tribution into the hands of relatively few underwriters and dealers. This would 
be greatly to the detriment of the smaller investor who must largely rely on 
broad facilities of distribution to provide him with opportunities to participate 
in purchases of new issues of securities. 

(3) Compulsory competitive bidding is not the best available means for judg- 
ing the reasonableness of prices and spreads. 

“(6) The requirement of compulsory competitive bidding would not remove 
the Commission’s difficulties in satisfying its duties under sections 6 and 7 of 
the Public Utility Holding Company Act; to meet its statutory responsibilities the 
Commission would still find it necessary to examine the reasonableness of the 
price and spread after the bids had been received. 

“(7) The sale of issues through compulsory competitive bidding could not be 
carried out consistently with the practice envisaged by the sponsors of the 
Securities Act of 1933 which requires that a thorough and searching investiga- 
tion be made by a responsible underwriter. 

“(8) There is no feasible substitute for the professional work of the invest- 
ment banker in the setting up of an issue, including the development of sub- 
stantive provisions of indentures and of the securities.” 

Although I am not an expert on the operation and administration of the 
Holding Company Act, I have certainly had ample opportunity to watch the 
operation of this rule, and it is my personal opinion that the reasons set forth 
above for the Securities Acts Committee’s opposition to the rule have in major 
part been proven valid by experience under the rule in the intervening years. 
I am convinced that issuers of such securities and all others concerned would 
be much better off if such issuers were free to choose between the two methods of 
financing, the Commission, of course, retaining jurisdiction over the reason- 
ableness of price and spread.” 


OTHER STATUTES 


No suggestions for amendment of the other statutes were made to the 
subcommittee, although extended discussion of their present opera- 
tion and administration was had. 
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